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Letter from the Editor
Entering our ninth year of publishing, we are honored to present you the Winter 2020 issue of
The Contemporary Tax Journal, a publication of San Jose State University’s MST Program.
This issue begins with an article on the distinction between debt and equity in corporate tax.
Mr. Ted Gkoo, an LL.M. candidate at Yale Law School, proposed a general rule based on risk
analysis that can replace the current multi-factor approach in classifying public traded hybrid
securities.
Next, is our regular feature called Tax Enlightenment consisting of articles written by SJSU MST
students. Liubov Shilkova presents taxation of early distributions from a 401(k) retirement plan
involving the case, Soltani-Amadi v. Commissioner. I analyze whether Medicaid waiver income is
included in gross income and the relevance for the earned income tax credit per the Feigh case
decided in 2019. Rachana Khandelwal, an MST alum, helps us understand how digitalization has
challenged the current international tax environment.
This spring 2020 issue also includes selected topics covered at the 35th Annual TEI-SJSU High
Tech Tax Institute held in November 2019 summarized by MST students. The topics include the
BEAT, transfer pricing updates, and U.S. international tax issues and developments.
It was my honor to interview Mr. Steven Shee, Vice President of Tax at Applied Materials Inc.
He shares his remarkable experiences in our Tax Maven section. He offers valuable advice for
students. I hope you enjoy his humor and wise advice as I do.
Our special section, Fun Tax Facts, was introduced in Winter 2019 by Rachana Khandelwal,
MST. We would like to thank her for her generous contributions to our Winter 2020 journal.
The CPA Exam Review section includes a few multiple-choice questions provided by the AICPA.
We thank the AICPA for their support and hope you find this section helpful in preparing for the
CPA exam. For those of you who have already passed the exam, you may also find these current
sample questions of interest.
Finally, I sincerely appreciate all the contributors to this issue. Especially, I would like to send
my gratitude to Professor Annette Nellen for editing suggestions and invaluable input. I thank
my student assistant editor, Liubov Shilkova, alum and dedicated journal supporter Rachana
Khandelwal, MST, and Catherine Dougherty, our MST coordinator for their contributions to
enhancing this journal.
Please enjoy the Spring 2020 issue of The Contemporary Tax Journal.
Xiaoyue (Tina) Tan
Student Editor
4
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Finance Theory Meets Tax Law: How a Risk-Based Rule Can Rationalize the Debt
Versus Equity Distinction
Ted Gkoo*
I. Introduction
Shortly after the enactment of the Tax Cuts and Jobs Act (TCJA) of 2017, leading tax
scholars and practitioners commented that the tax legislation left open a loophole through
which taxpayers can game around the new Section 163(j) interest limitation. 1 One of the most
important revenue-raising provisions of the tax legislation, the new cap on business interest
deductions limits deductions to 30 percent of a measure of profits. However, commentators
found that corporations could establish a partnership subsidiary that would issue preferred
equity to pay off the capped portion of prior debt financing. This workaround would render the
limitation virtually ineffective because corporations could continue to deduct their full interest
expense by allocating to preferred equity an amount of partnership income similar to the
amount of the capped interest expense.2
Without the loophole, the new interest limitation had the potential to lessen the tax
distinction between debt and equity, which presents one of the most controversial and
intractable issues in the corporate tax law. In general, interest payments on debt are deductible
by corporations while dividend payouts on equity are not deductible. Without clear guidance
on how to distinguish between debt and equity, the courts and the IRS have to decide whether
a financial instrument with features of both more closely resembles one or the other. This
subject “has no doubt been written to death” by academics and practitioners over the years,
but the case law and administrative guidance on the debt-equity distinction remains extremely
complex and uncertain.3 In the wake of a failed attempt at mitigating the issue, I propose a
novel rule based on modern finance theory that can replace the current multi-factor approach
in classifying publicly traded hybrid securities.
The tax treatment of an instrument as debt or equity greatly affects the financial
position of taxpayers who may depend on the interest deduction to reduce their income tax
liability. Dell Technologies, for instance, pays roughly $2 billion a year in interest on its debt. 4
With the corporate tax rate at 21 percent, the $2 billion in corporate income deduction
represents a $420 million reduction in tax liability. Despite the new Section 163(j) limitation,
the corporation could use the preferred equity scheme described above to continue to deduct
J.D. Candidate, 2020, Yale Law School; B.A., 2015, Pomona College. I am grateful to Professors Anne Alstott and
Ian Ayres for their valuable comments and suggestions.
1
David Kamin et al., The Games They Will Play: Tax Games, Roadblocks, and Glitches Under the 2017 Tax
Legislation, 103 MINN. L. REV. 1439, 1515 (2019).
2
Id. at 1517.
3
William T. Plumb, The Federal Income Tax Significance of Corporate Debt: A Critical Analysis and a Proposal, 26
TAX L. REV. 369, 371 (1971).
4
Michael Rapoport & Rachael King, For Heavily Indebted Firms Like Dell, Tax Bill Delivers a Downside, WALL STREET
JOURNAL (Dec. 21, 2017); https://www.wsj.com/articles/downside-of-tax-bill-hits-dell-other-heavily-indebtedcompanies-1513852200.
*
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its full interest expenses. Moreover, the new deduction for pass-through income under Section
199A applies to payments on equity interest in a partnership but does not apply to interest
income on a debt investment.5 Therefore, the tax treatment of financial transactions as debt or
equity will continue to matter greatly for many taxpayers. Section II discusses this continuing
importance of the debt-equity distinction in the tax law and introduces some of the latest debtequity cases.
In Section III, I elaborate on the drawbacks of the multi-factor approach currently used
by the IRS and the courts. The fundamental difficulty in using the multi-factor standard to
distinguish between debt and equity is that the distinction is not based on economic realities.
Traditionally, debt financing involves borrowing a fixed sum of money from the lender with an
obligation to repay it with interest, and equity financing involves the sale of an ownership
interest in the business which comes with the risk associated with the business. However,
archetypal factors such as presence of voting rights or fixed payments provide little guidance as
taxpayers can engineer instruments that combine features of both traditional debt and equity.
Convertible debt, for example, provides fixed interest payments until the debtholder exercises
the option to convert into common stock. The value of the convertible debt not only depends
on the present value of the fixed payments but also the value of the underlying stock. In
classifying these hybrid transactions, the multi-factor approach often yields inconsistent and
unpredictable results, which lead to significant administrative costs and behavioral distortions.
In Section IV, I step back and consider the line-drawing problem that underlies the debtequity distinction: the tax law forces a binary classification of debt and equity among financial
instruments that exist on a continuous spectrum of economic profiles. More often than not,
courts and the IRS have drawn the distinguishing line inconsistently and without clear
explanation. After examining alternative methods of solving this line-drawing problem, I
conclude that crafting a general rule based on economic efficiency is most suitable to the debtequity conundrum.
In Section V, I draw on finance theory to use beta — a measure of systematic risk — to
craft a general rule according to the efficient line-drawing model. Modern finance theory posits
that diversified investors make investment decisions based on systematic risk, the type of risk
inherent to the entire market, not just a particular stock or company. The beta rule would
minimize inefficient behavioral distortions because it classifies a hybrid instrument based on
whether it is a closer economic substitute for debt or equity. Also, replacing the multi-factor
standard with a general and objective rule reduces administrative costs related to tax planning
and litigation. In Section VI, I evaluate previous risk-based proposals, explain the advantages
and limitations of the proposed beta rule, and demonstrate its real world application on two
types of hybrid securities. Finally, Section VII concludes.
II. The Continuing Importance of the Debt-Equity Distinction
The best solution to the debt-equity problem would be to neutralize the tax treatment
of debt and equity. Without the distinct tax treatment, courts would no longer need to classify
5

I.R.C. § 199A(c)(3) (2018).
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instruments as one or the other. Moreover, scholars have observed that the tax law’s bias
towards debt encouraged excessive leveraging and other financial market problems that
contributed to the 2008 financial crisis. 6 In fact, leading tax scholars over the years have
proposed reforms aimed at achieving debt-equity neutrality. One idea is to allow shareholders
to exclude dividends from income because they have already been taxed at the corporate level.
This would mean that the equity investments pay a one-level tax at the corporate rate, while
debt investments pay a one-level tax at the ordinary individual rate. Reuven Avi-Yonah
proposes to allow the deduction of dividends at the corporate level, such that the corporate tax
will only apply to retained earnings.7 Professor Avi-Yonah argues that dividend deduction does
a superior job than other proposals in addressing the current bias in favor of earnings retention
because it would create a powerful incentive for management to distribute earnings. 8
A more comprehensive reform is the CBIT (Comprehensive Business Income Tax), in
which shareholders and bondholders both exclude dividends and interest received from
corporations, but neither type of payment is deductible by the corporation. 9 The CBIT would
neutralize the tax treatment of debt and equity by imposing one level of tax on both at the
enterprise level. Building on the CBIT, Edward Kleinbard proposes a business enterprise income
tax (BEIT), which provides an annual cost of capital allowance for every business enterprise.10
The issuer would be able to deduct a fixed risk-adjusted percentage of the financial capital
invested in its business, regardless of the legal form of the investments. The investor includes in
taxable income every year an amount equal to the investor’s aggregate tax basis in the
investment multiplied by the fixed percentage. Thus, under the BEIT, firms pay tax on profits
above a reasonably expected risk-adjusted investment return, while individual investors include
in income every year the same “normal” return on investment.11 Both the CBIT and the BEIT
would neutralize the tax treatment of debt and equity.
Nonetheless, the above proposals to neutralize the tax treatment of debt and equity
have yet to pass muster in Congress. The GOP-led tax reform in 2017 presented an opportunity
to enact any of the above proposals and lessen the debt-equity distinction problem. Instead,
the Tax Cuts and Jobs Act adopted a much narrower change by adopting an interest deduction
limitation in Section 163(j). The Joint Committee estimates that the limitation will add over
$253 billion in federal revenue over the next ten years but the Committee does not take into
account the impact of taxpayer gaming such as the preferred equity scheme described in the
Introduction.12 Under Section 163(j), the deduction for business interest of a taxpayer with
average annual gross receipts of $25 million or more over the past three years is limited to an
amount equal to the sum of: (1) the taxpayer’s “business interest income;” plus (2) 30 percent
International Monetary Fund, Debt Bias and Other Distortions: Crisis-Related Issues in Tax Policy (June 12, 2009),
https://www.imf.org/external/np/pp/eng/2009/061209.pdf.
7
Reuven S. Avi-Yonah & Amir C. Chenchinski, The Case for Dividend Deduction, 65 TAX LAW. 3, 6 (2011).
8
Id. at 13.
9
U.S. Department of the Treasury, Report of the Department of the Treasury on Integration of the Individual and
Corporate Tax Systems: Taxing Business Income Once (Jan. 1992).
10
Edward D. Kleinbard, Business Taxes Reinvented: A Term Sheet, 156 TAX NOTES 999 (2017).
11
Id.
12
Joint Committee on Taxation, Estimated Budget Effects of the Conference Agreement for H.R. 1, the “Tax Cuts
and Jobs Act” (Dec. 2017).
6

7
Published by SJSU ScholarWorks, 2020

7

The Contemporary Tax Journal, Vol. 9, Iss. 1 [2020], Art. 1

of the taxpayer’s “adjusted taxable income;” plus (3) where applicable, the taxpayer’s “floor
plan financing interest.” 13 For most taxpayers, the most relevant item among the three
amounts that sums to the interest deduction limitation would be the adjusted taxable
income. 14 For tax years 2018 through 2021, this term closely resembles earnings before
interest, tax, depreciation and amortization (EBITDA), while it will resemble earnings before
interest and tax (EBIT) starting in 2022. 15
Even without the possibility of taxpayer gaming, the interest deduction limitation is at
best a partial solution to the debt-equity line-drawing problem. Section 163 still provides a
substantial tax shield for corporations with relatively high earnings and low leverage because
their interest deductions are not affected by the new limitation. It is crucial for these
corporations to receive debt treatment on their supposed debt instruments in order to deduct
interest expenses. Moreover, the new 20 percent deduction for pass-through income under
Section 199A applies to payments on equity interest in a partnership but does not apply to
interest income on a debt investment.16 Thus, the TCJA has arguably increased the pressure on
the courts and the IRS to distinguish between debt and equity. Unless Congress enacts one of
the reform proposals to eliminate the distinction, the debt-equity line-drawing problem will
persist in the foreseeable future.
In fact, the last few years has seen increased scrutiny and litigation on the use of
related-party debt by multinational corporations to achieve base erosion and profit shifting.17
Global corporations with affiliates in multiple jurisdictions can use hybrid mismatch
arrangements between related companies to exploit how different countries characterize a
transaction or an instrument for tax purposes. In 2016, the Treasury announced plans to
address the related-party debt issue by allowing the IRS on audit to divide debt instruments
into part debt and part equity.18 Section 385 of the Code provides that the Secretary of the
Treasury is “authorized to prescribe such regulations as may be necessary or appropriate to
determine whether an interest in a corporation is to be treated for purposes of this title as
stock or indebtedness.” 19 However, the proposed regulations was received with “an avalanche
of industry and practitioner comments,” and the final regulations adopted six months later did
not include a general bifurcation rule. 20 As such, Section 385 remains a weak tool for the IRS,
which has frequently failed in recent litigation in its attempt to recast taxpayer’s classification
of debt and equity.

I.R.C. § 163(j).
Samuel A. Donaldson, Understanding the Tax Cuts and Jobs Act, Georgia State University College of Law, Legal
Studies Research Paper No. 2018-07, at 1, 32.
15
Diana S. Doyle et al., Part I: The Graphic Guide to Section 163(j), 71 TAX EXECUTIVE 22, 24 (2019).
16
I.R.C. § 199A(c)(3).
17
Stafford Smiley & Victor Jaramillo, Me, Myself, and My Subsidiary: A Shift in the Intent Standard in Related-Party
Hybrid Debt Cases, 40 J. CORP. TAX'N 16 (2013).
18
Press Release, U.S. Department of the Treasury, Treasury Announces Additional Action to Curb Inversions,
Address Earnings Stripping (Apr. 4, 2016).
19
I.R.C. § 385.
20
Casey S. August, The New Section 385 Debt-Equity Regulations-Who's Impacted and What Does It Mean for the
Rest of Us?, PRAC. TAX LAW., Summer 2017, at 31, 34.
13
14
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Recently, NA General Partnership et al. (Scottish Power) involved $4.9 billion in
intercompany financing incurred by a U.S. affiliate of Scottish Power plc that was related to the
acquisition of a U.S. electric power company in 1999. 21 While the intercompany financing
instruments were treated as debt for U.S. purposes, they were treated as equity contributions
under the U.K. tax law. 22 The IRS objected to this hybrid financing arrangement and sought
under Section 385 to have this financing treated as equity for purposes of U.S. tax. The Tax
Court applied the Ninth Circuit’s eleven factor standard to find that the financing was more akin
to debt than equity. 23 The court reasoned that only one factor out of the eleven, the identity of
interest between the creditor and the sole shareholder, supports characterizing the advance as
equity.
The Tax Court in Scottish Power devoted the most attention to the parties’ intent, noting
that Scottish Power and the U.S. affiliate recorded the loan notes as debt on their books and
records at all relevant times, consistently recognized the loan notes as debt in their
correspondence, and represented to the SEC that the loan notes were debt. 24 The IRS argued
that certain instances of failing to timely pay interest and incurring arrears, in addition to an
additional advance of $186 million by Scottish Power to cover interest on the original advance,
shows that the parties did not intend a debtor-creditor relationship. 25 However, the Tax Court
cited precedent that supports overlooking such deviations from a traditional debtor-creditor
relationship: “[w]e are also mindful, however, that strict insistence on payment when due is not
expected and consistent with business realities in the related-party context.” 26 Thus, the
Scottish Power decision shows the IRS’s inability to use Section 385 to reclassify taxpayer’s
treatment of a financial instrument.
While the taxpayer in Scottish Power sought debt treatment to deduct interests, it is not
always the case that the taxpayer wants debt treatment. 27 In PepsiCo v. Commissioner, the
taxpayer PepsiCo wanted to create instruments that would be classified as debt in the
Netherlands and equity in the United States. 28 During international restructuring in the late
1990s, PepsiCo created two Netherlands subsidiaries which issued advance agreements to

NA General Partnership et al. v. Commissioner (Scottish Power), 103 T.C.M. (CCH) 1916 (T.C. 2012).
J. Harold McClure, Intercompany Interest: BEPS and the Kraft Foods Litigation, 43 J. CORP. TAX'N 3, 5 (2016).
23
The eleven factors are: (1) the name given to the documents evidencing the indebtedness; (2) the presence of a
fixed maturity date; (3) the source of the payments; (4) the right to enforce payments of principal and interest; (5)
participation in management; (6) a status equal to or inferior to that of regular corporate creditors; (7) the intent
of the parties; (8) “thin” or adequate capitalization; (9) identity of interest between creditor and stockholder; (10)
payment of interest only out of “dividend” money and (11) the corporation's ability to obtain loans from outside
lending institutions. Hardman v. United States, 827 F.2d 1409, 1411 (9th Cir.1987).
24
Scottish Power, supra note 21, at 9.
25
Id. at 10.
26
Id.
27
With the reduction of the corporate tax rate to 21% in 2017, more taxpayers may now favor equity treatment
than before. Assuming individual marginal tax rate of 37% and capital gains marginal tax rate of 20%, it is more
profitable for an investor to be subject to the corporate tax and the capital gains tax than the single-level individual
income tax. The after-tax return ratio on one-year corporate equity investment with distributed dividend is (10.21) * (1-0.20) = 0.632, which is higher than the return ratio on corporate debt of 1 – 0.37 = 0.63.
28
PepsiCo Puerto Rico, Inc. v. Commissioner (PepsiCo), 104 T.C.M. (CCH) 322 (T.C. 2012).
21
22
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domestic subsidiaries in exchange for promissory notes issued by PepsiCo and Frito-Lay. 29 The
earnings and profits of the Dutch subsidiaries were projected to be drastically reduced by the
foreign partnerships' losses in the foreseeable future, so it appeared unlikely that PepsiCo
would be subject to subpart F income or dividend treatment on distributions. 30 Therefore, the
taxpayer treated the advance agreement as equity investment by PepsiCo, and the payments
on the advance agreements as nontaxable return of capital.
However, the IRS imposed a large tax deficiency for the relevant years, arguing that the
payments to the parent company should be considered debt interest payments. In resolving the
question of whether PepsiCo’s advance of capital is debt or equity, the Tax Court goes through
a thirteen factor test promulgated by the court in 1980. 31 The court suggests that the intent of
the parties to treat the advance as debt or equity is the most crucial factor, but still goes
through all thirteen factors. 32 Finding that only two of the factors favor debt treatment, it holds
that the advance agreements are more appropriately characterized as equity for federal income
tax purposes.
A different set of debt-equity cases involves publicly traded securities with features of
both debt and equity. The Treasury considered a particular type of hybrid instrument known as
adjustable rate convertible notes (ARCN’s) in a revenue ruling issued in 1983. 33 The ruling
analyzes a model ARCN issued by X Corporation that matures in 20 years, at which point the
holder will be entitled to receive either $600 cash or 50 shares of X common stock. Each ARCN
is also convertible at any time into 50 shares of X common stock. The annual amount of interest
payable with respect to an ARCN will be equal to the dividends paid on 50 shares of X common
stock, plus an amount ($20) equal to 2 percent of the issue price ($1,000) of the note.34
Adopting the multi-factor approach, the Treasury ruling highlights two factors in
determining whether an instrument represents indebtedness: whether there is a written
unconditional promise to pay on demand or on a specific date a sum certain in money and the
intent of the parties in creating the instrument.35 The ruling notes that redemption for cash at
maturity will only happen if the X stock drops in price by more than 40 percent. Due to the high
probability that the ARCN’s will be eventually converted to stock, the Treasury determines that
they “do not in reality represent a promise to pay a sum certain.” 36 Therefore, the Treasury
concludes that the ARCN's constitute an equity interest in X and will be treated as stock for
federal income tax purposes. The next section illustrates problems with the multi-factor
Id. at *5.
Id. at *13.
31
The thirteen factors mostly overlap with the eleven factors used in the Scottish Power case, with the exception
of the last three factors: the use to which advances were put, failure of debtor to repay, and risk involved in
making advances. Id. at *57.
32
Id. at *54 (“[T]he focus of a debt-versus-equity inquiry generally narrows to whether there was an intent to
create a debt with a reasonable expectation of repayment and, if so, whether that intent comports with the
economic reality of creating a debtor-creditor relationship.”).
33
Rev. Rul. 83-98, 1983-2 C.B. 40.
34
Id.
35
Id.
36
Id.
29
30
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approach as adopted in Scottish Power, PepsiCo, and the ARCN ruling. Overall, this paper
proposes a rule that can replace the multi-factor approach in classifying public hybrid securities
like the ARCN.
III. The Multi-Factor Approach and Deadweight Loss
The Tax Court’s analyses in Scottish Power and PepsiCo, and the Treasury’s reasoning in
the ARCN ruling are emblematic of the current multi-factor approach in debt-equity litigation.
Congress enacted the full deduction on corporate interest in 1918 to compensate for the
imposition of the “excess profits tax” during WWI. 37 Since then, courts have developed a litany
of factors to answer the question of whether the financing at issue should be treated as debt or
equity. In 1972, the United States Court of Appeals for the Fifth Circuit selected thirteen factors
to consider in deciding whether a shareholder advance to a bank was bona fide debt. 38 As seen
in the Scottish Power and PepsiCo cases, different circuits have applied different variations of
the Mixon thirteen-factor test, without any established guidance on how much weight to assign
to any given factor. In applying the multi-factor standard, courts often caution that no single
factor is dispositive, and that “the determination of debt or equity is no mere counting of
factors.” 39 However, it is hard to find a debt-equity case where the court does not follow the
numerical counting of factors favoring debt or equity treatment.
Many of the debt-equity factors can be easily manipulated by the taxpayer to support
the tax treatment that they desire. For instance, the taxpayer can control the name given to the
instrument, the presence of a fixed maturity date, or the right to enforce payments of principal
and interest. Such manipulation is especially likely in a closely held setting where the
transacting parties have a common interest in achieving the desired tax treatment. Therefore,
the multi-factor approach creates tax planning opportunities for the well-advised. When courts
focus on the legal formalities of the financial instruments rather than the economic realities,
taxpayers with sufficient resources can carefully craft their instruments intended to be debt or
equity.
For example, the PepsiCo court found that the advance agreements at issue had no fixed
maturity of reasonable duration, which is characteristic of equity. 40 The advance agreements
had terms of 40 years which can be unilaterally extended by the holders for another 15 years. 41
PepsiCo's attorneys likely arranged the 55-year term to provide a duration possibly 10 percent
longer than a frequently cited decision that found 50-year railroad bonds to be debt, and added
a term that would render the instrument perpetual in the event of default on any related-party
debt to make it further distinguishable. 42 Therefore, the multi-factor approach in debt-equity
favors taxpayers who can afford the legal costs associated with crafting their terms according to
a sophisticated understanding of the case law. At the same time, taxpayers with no intention of
Steven A. Bank, Historical Perspective on the Corporate Interest Deduction, 18 CHAP. L. REV. 29, 31 (2014).
Estate of Mixon v. United States, 464 F.2d 394, 402 (5th Cir. 1972).
39
PepsiCo, supra note 28, at *99.
40
PepsiCo, supra note 28, at *61.
41
Id.
42
Jasper L. Cummings, Jr., Pepsico and Debt Equity, 138 TAX NOTES 267, 272 (2013).
37
38
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tax avoidance may be penalized because they lacked the resources to decipher the complex
formalities of the multi-factor approach.
Another problem with the multi-factor approach is that it is difficult to predict which
aspects of the transaction the court will focus on in applying the test, as ample case law exists
to support contrary findings in almost any situation. 43 For example, in analyzing the parties’
intent in the Scottish Power case, the Tax Court discredits the IRS’s argument that the instances
of the U.S. subsidiary failing to timely pay interest favors equity treatment by citing a Ninth
Circuit case that states that no adverse inference should be drawn from a failure to pay interest
when the loan is from a related party. 44 However, the court fails to recognize that the case it
mentions just before noting the Ninth Circuit case — from the tribunal itself no less — also
involved an advance of capital from a related party and yet concluded that the inability to pay
interest favors equity treatment. 45 Thus, taxpayers cannot know ex ante whether the courts will
interpret features of their transaction as favoring debt or equity treatment. One commentator
observed after the PepsiCo decision, “In practice the result of the debt-equity factors is not to
provide a solution to the problem but rather to foster uncertainty.” 46 In fact, a common
criticism of the multi-factor test for debt-equity is that the test’s flexibility allows the courts to
decide a case upon an initial reaction to the transaction and then later assemble the factors to
support that initial reaction. 47
The ARCN ruling also demonstrates the malleability and unpredictability of the multifactor approach. The Treasury rules that the instrument does not represent a promise to pay a
sum certain due to the high probability that it will be converted into equity. 48 The revenue
ruling, however, lacks guidance on how to evaluate the probability of conversion into equity. In
the stylized example provided in the ruling, it seems straightforward to accept that the investor
would accept the 50 shares rather than $600 cash upon maturity because 50 shares are worth
$1000 at the time of issue. However, it remains unclear where the Treasury will draw the line in
finding that a redemption amount is high enough to justify a debt classification.
In 1997, Congress adopted Section 163(l) which disallows interest deduction for
indebtedness for which the principal or interest is required to be paid in equity or there is
“substantial certainty” that the holder will exercise the option to convert into the issuer’s
equity. 49 The Conference Report notes that the provision will not affect convertible debt
“where the conversion price is significantly higher than the market price of the stock on the
issue date of the debt.” 50 Yet, there is still no guidance regarding when there is substantial

Thomas D. Greenaway & Michelle L. Marion, A Simpler Debt-Equity Test, 66 TAX LAW. 73 (2012).
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(9th Cir. 1949).
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Cummings, supra note 42, at 267.
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certainty that an option will be exercised. 51 If the taxpayer had adjusted the ARCN to be
redeemable at maturity for $800 or $900, would the Treasury find a substantial likelihood that
the instrument represents a promise to pay a sum certain? What if the interest payments did
not depend at all on corporate earnings? These questions reveal the shortcomings of the multifactor standard, which is difficult to predict because no particular factor is conclusive in making
the tax determination.
This unpredictability of the multi-factor approach significantly deteriorates tax law’s
function as a system of law. An essential component of the rule of law is that those subject to
the law must have the means of knowing what it prescribes.52 When the tax law confers
opposite results on almost identical facts, taxpayers lose confidence in the system, possibly
fostering noncompliance. Also, taxpayers may be discouraged by the lack of clear guidance and
refrain from entering into their desired transactions in the first place. All in all, the multi-factor
approach currently employed by courts in debt-equity litigation is both malleable and
unpredictable.
The current multi-factor approach results in at least two kinds of deadweight loss. The
goal of this paper is to improve efficiency in enforcing the debt-equity distinction by reducing
both types of deadweight loss. The first kind flows from the distortions in corporate behavior
following the uneconomic tax treatment of a transaction. For instance, if the economic profile
of a hybrid security X closely resembles that of common stock yet the tax law treats it as debt,
the corporation would be incentivized to repackage some of its equity as X to take advantage of
the interest deduction. The hybrid security carries stronger creditors’ remedies than equity, so
this distortion in behavior increases the default risk and cost of financial distress of the
corporation, reducing overall utility. The second type of deadweight loss comes from the
administration of an uncertain and malleable standard. Taxpayers and the government spend
enormous amounts of resources on tax planning and litigation. Some taxpayers are unduly
punished or are discouraged from engaging in transactions because they cannot afford the legal
costs associated with navigating the unclear standard. The following sections explain how the
proposed beta rule seeks to reduce both types of deadweight loss.
IV. The Line-Drawing Problem and Methods
The debt-equity distinction problem is one of drawing the line among a continuous
spectrum of financial instruments. This line-drawing problem is not unique to the debt-equity
distinction. The tax law often treats similar activities differently. 53 For instance, the realization
requirement dictates different tax consequences on selling and holding an asset, even though
the amount of economic value in either case is the same. The different tax treatment of
payments to independent contractors and employees is another example. In these examples,
Jeff Borghino, Sec. 163(l)’s “Substantial Certainty” Test and Related-Party Convertible Debt, THE TAX ADVISER (Feb.
1, 2016), https://www.thetaxadviser.com/issues/2016/feb/sec-163i-substantial-certainty-test.html.
52
Antonin Scalia, The Rule of Law as A Law of Rules, 56 U. CHI. L. REV. 1175, 1179 (1989) (“It is said that one of
emperor Nero's nasty practices was to post his edicts high on the columns so that they would be harder to read
and easier to transgress.”).
53
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the tax law has to promulgate a boundary that will result in discontinuous tax treatment for
transactions on a continuous spectrum.
Several scholars have proposed general approaches to line-drawing problems in the tax
law. One approach is to focus on the underlying policy goal behind a tax distinction. Subsection
A demonstrates that it is impossible to employ the policy-driven approach for the debt-equity
distinction. Another general approach, one that is used in this paper, is to draw the line in a way
that maximizes social welfare. In particular, David Weisbach proposes a welfare-maximizing
approach based on a commodity tax model which concludes that a commodity should be taxed
like its closest substitutes. 54 Daniel Shaviro used a similar efficiency-based approach to examine
the welfare effects of the realization doctrine.55 This paper draws on the Weisbach line-drawing
approach to design a debt-equity rule based on beta. Drawing the line correctly — classifying a
hybrid instrument as debt or equity based on its substitutability — minimizes inefficient
behavioral distortions which produce the first kind of deadweight loss mentioned in the
previous section.
A. The Impossibility of a Policy-Driven Approach
A more traditional approach to line-drawing in tax law — and in law generally — is to
craft distinctions based on the policy objectives of the law. However, this subsection shows that
the approach is not well-suited to the debt-equity distinction because it is difficult to agree
upon a policy rationale for the tax distinction. As an example of the policy-driven approach,
assume that a government decides to impose a lump sum Pigouvian tax on passenger vehicles
that have a particularly harmful impact on climate change. Knowing that the purpose of the tax
is to mitigate the transportation sector’s effect on the environment, policy makers could
propose to distinguish between “clean” and “dirty” cars by measuring greenhouse gas (GHG)
emissions per mile. Other features of the vehicles, such as the color, the number of doors, or
the top speed should not influence the classification, insofar as they do not affect the level of
emissions. Therefore, the government could investigate the maximum level of GHG emissions
which would have negligible impact on the environment and impose the tax on all vehicles that
produce a higher amount of GHG. Reasonable parties may disagree on the proper GHG
emission cutoff level, but they would at least agree that using the emission measure as the
determining factor is appropriate given the purpose of the tax.
However, in the case of the corporate interest deduction, there is no identifiable policy
rationale or legislative purpose behind Section 163. The corporate interest deduction arose out
of political expedience rather than a policy rationale. The earliest corporate interest deductions
were capped, and reflected an effort to strike a balance between the inefficiencies of the debtequity distinction and concerns about overburdening certain industries in which debt financing
was a necessity. 56 Unlimited corporate interest deduction arose in 1918 only to make up for
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the effect of wartime “excess profits” tax. 57 The legislative history since then has lacked
discussion of a clear policy mandate for the deduction.
Nor is there a conceptual mandate for the interest deduction. A common justification is
that the shareholder is the owner of the corporation, much like the sole proprietor of a
business whose interest payments would be deductible against the owner’s income. However,
in the modern corporation, the complexity of the division of ownership rights rejects a
simplistic notion of shareholder ownership.58 Unlike a sole proprietor of a business who can
exercise full control over her assets, an individual shareholder in a large public corporation has
very little dominion over the corporation’s assets. Shareholders usually have the right to elect
the board of directors, but this may not give them effective control over the daily operation of
management. In some instances, shareholders may actually possess fewer ownership rights
than do secured debtholders. 59
Another line of argument for the corporate interest deduction relies on the foundational
tax concept of Haig-Simons income: “personal income may be defined as the algebraic sum of
(1) the market value of rights exercised in consumption and (2) the change in the value of the
store of property rights between the beginning and end of the period in question.” 60 One can
try to apply the same definition to corporate income by focusing on the second term, the
accumulation of wealth. According to the argument, the interest payments of a corporation
reduce the value of corporate savings because they are costs of producing income like rent and
wages. On the other hand, dividends are seen as division of the profits of the business, and not
an expense of doing business. 61 However, Alvin Warren shows that this reasoning presupposes
that the appropriate taxable entity for corporations is shareholders’ equity. 62 Corporate income
could very well be defined as the increment in value of the investors’ — not just shareholders’
— interest, in which case interest payments should not be deductible as a cost of doing
business.
The last line of argument for interest deductibility states that if interest is income, then
interest payment is negative income that should be deducted. 63 However, this argument fails to
consider that the tax law also treats the receipt of dividends as income but provides no
deduction for payment of dividends. Overall, theories of corporate and tax laws fail to explain
why corporate interest — but not dividend — should be deductible. Thus, it is difficult to
identify a policy rationale or a conceptual justification behind the corporate interest deduction.
As such, the Weisbach model’s focus on efficiency is especially appropriate in the debt-equity
context, where the underlying policy goal behind the distinction cannot guide the line-drawing
process.
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B. The Weisbach Substitution Model
Professor Weisbach argues that line drawing in the tax law can and should be based on
the efficiency of competing rules rather than on doctrinal or policy concerns. 64 Focusing on
efficiency, the goal is to draw the line that causes the lowest overall deadweight loss. He
models the line-drawing problem using a commodity tax scenario and concludes that the most
efficient line-drawing solution is to tax a commodity like its closest substitutes.65 The Weisbach
model assumes that there is a single consumer and n commodities. 66 One commodity, x1, has a
fixed tax of t per unit, and some other commodity, xn, is not taxed. All other commodities have
a zero tax, but they can potentially be taxed with the limitation that if they are taxed, they must
be taxed at rate t. The question is whether any of the other commodities, such as x2, should
also be taxed like x1 at a rate of t or remain untaxed.
Using the standard formula for deadweight loss, Professor Weisbach compares the
deadweight losses between the case where only x1 is taxed and for the case where x1 and x2 are
taxed. 67 Solving the inequality leads to the conclusion that we should tax both x1 and x2 if and
only if the cross-price elasticity between x1 and x2 is larger than x2’s elasticity of demand
multiplied by –1/2. 68 A commodity’s elasticity of demand is always negative because demand
decreases as price increases. This means that the cross-price elasticity between x1 and x2 must
be positive to satisfy the inequality. The cross-price elasticity measures the responsiveness of
demand for Commodity 1 given a price change in Commodity 2. A negative cross elasticity
denotes that two products are complements, while a positive cross elasticity denotes the
products are substitutes. Therefore, the Weisbach model concludes that we should tax x2 like x1
if and only if it is a sufficiently good substitute for x1. 69
Applying this model to the debt-equity context, a firm’s prototypical equity is the taxed
commodity x1 and prototypical debt is the non-taxed commodity xn. Hybrid securities x2, x3,…,
xn-1 all display features of both debt and equity, and the government has to decide to treat it
like either. The Weisbach model concludes that a hybrid security should be treated like debt
only when it is a closer substitute for debt than equity, and vice versa. A successful application
of this conclusion would minimize the first kind of deadweight loss mentioned in Section III: the
inefficiency that stems from the uneconomic classification of a financial instrument. Section V
elaborates how we can use systematic risk to determine whether an instrument is a closer
substitute for debt or equity.
C. Rules vs. Standards
The Weisbach model can guide us in determining where to draw the line between debt
and equity, but it does not dictate whether the line should be drawn as a rule or a standard.
Id.
David A. Weisbach, An Efficiency Analysis of Line Drawing in the Tax Law, 29 J. LEGAL STUD. 71, 79 (2000).
66
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The multi-factor test currently used by federal courts is a standard that considers “the context
of the overall transaction.” 70 Legal philosophers have written extensively about the costs and
benefits of promulgating legal commands as rules versus standards. Duncan Kennedy uses the
term “formal realizability” to refer to “the degree to which a legal directive has the quality of
‘ruleness.” 71 Compared with standards, formally realizable rules restrain official arbitrariness
and provide more certainty in guiding behavior. However, the value of rules comes with the
sacrifice of precision, as the enforcement of a strict rule likely leads to results that are both
over- and under-inclusive with respect to the purpose underlying the rule.
Louis Kaplow posits that one can think of the choice between rules and standards as
involving the extent to which a given aspect of a legal command should be resolved in advance
or left to an enforcement authority to consider. 72 Rules are more costly to promulgate than
standards because rules involve advance determinations of the law's content, while standards
are more costly for legal advisors to predict or enforcement authorities to apply because they
require later determinations of the law's content. 73 As discussed in Section III, the multi-factor
test in debt-equity litigation incurs significant ex post costs. The government and taxpayers
spend a tremendous amount of resources on litigating debt-equity cases. Due to the standard’s
uncertainty, some private parties are discouraged from entering into transactions, while others
are penalized for not investing enough resources into navigating the formal complexities that
courts have adopted over the years. Overall, the unpredictable and malleable standard harms
the rule of law and likely breeds tax noncompliance.
When the government promulgates a legal command as a rule, it gathers information
before individuals act and announces its findings. Professor Kaplow argues that whether the
ideal time to acquire and disseminate information is ex ante or ex post depends on the
frequency with which the information will be used. 74 The savings from a single ex ante
investigation will be great when the use of the results will be frequent, but will be negligible
when the use of the results will be unlikely. Given the high frequency of debt-equity litigation,
the adoption of clearly-defined and administrable rules in lieu of the multi-factor standard will
probably benefit society as a whole. The advance determination of a rule requires the
government to investigate into distinguishing characteristics of debt and equity, and to analyze
the efficiency of different line-drawing methods. However, this one-time promulgation cost is
likely much smaller than the ex post costs associated with enforcing the multi-factor standard.
Therefore, considering the frequency with which the debt-equity distinction will apply, rules are
more desirable than standards in solving the line-drawing problem.
Another advantage of rules over standards lies in the costs incurred by the taxpayer to
become informed about the content of the law. The value of advice — the value of getting the
law right — is the same under both formulations, but the cost of advice is greater under a
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standard.75 As seen in debt-equity litigation, the taxpayer under a standard often has to pay
high legal fees to employ sophisticated lawyers who can structure the transaction in a way that
exploits the nuances of the existing case law and administrative guidance. If the government
promulgated a rule in lieu of the current multi-factor approach, taxpayers would only need to
seek advice on how to apply the rule to their case. The more general the rule, the greater the
cost savings to the taxpayer. 76 General rules can lead people to invest in formal proficiency, as
the one-time investment would be able to guide behavior for a broad array of circumstances.
An example of the benefit of a general rule is that people miss fewer trains because they know
that the conductor would leave without them at the departure time. A general debt-equity rule
that applies to a broad array of financial instruments could incentivize taxpayers to follow the
rule to achieve their desired tax treatment.
In general, some individuals may choose not to acquire legal advice and act based on
their best guess about how the law will apply to their contemplated conduct. 77 In the debtequity context, however, most taxpayers engaged in uncertain debt-equity transactions are
sophisticated parties with deep pockets, so they presumably choose to pay the cost of legal
advice and act based on actual knowledge of the law. Moreover, the consequence of getting
the law wrong can be quite dramatic, as the tax treatment of interest or dividend payments can
affect corporations financially. Thus, the taxpayers would incur the cost of legal advice under a
rule or standard, but the cost is much smaller under a rule. Moreover, the lower cost of advice
under a rule means that more parties would be able to afford the legal cost and enter into their
desired transactions. Therefore, it appears that adopting a general debt-equity rule would
increase utility for taxpayers by lowering the cost of acquiring legal advice.
In sum, replacing the multi-factor standard with a general rule would reduce the second
kind of deadweight loss mentioned in Section III: the inefficiency that flows from the
administration of an unpredictable and malleable standard. Taxpayers would spend less
resources on tax planning and litigation, while the government would spend less on
administering the tax distinction. A general rule would lower the cost of acquiring advice and
reduce the likelihood that taxpayers are punished for being uninformed about the content of
the law. Thus, adopting a general rule that follows the Weisbach model would not only reduce
the inefficient distortions of uneconomic law, but also minimize the deadweight loss associated
with the administration of an unreliable standard.
V. A Risk-Based Approach to the Debt-Equity Distinction
Generally, the best solution to the debt-equity line-drawing problem is to eliminate the
tax distinction, which lacks any policy or conceptual justification as stated in Section IV.A. Both
the CBIT and the BEIT, discussed in the Introduction, would comprehensively reform the
taxation of business income, and in the process, do away with the debt-equity distinction. But
the premise of this paper — borne out of the piecemeal reforms enacted in 2017 — is that we
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should devise incremental changes that can improve the administration of the tax distinction
without a sweeping reform.
To that end, this paper examines and proposes a risk-based approach to distinguish
between debt and equity. This section first explains that the existing law already uses risk as a
proxy for the distinction and shows that we can improve the law by using a more reliable proxy
for risk in beta, the measurement of systematic risk. Replacing the multi-factor standard that
focuses on different aspects of different transactions, we can use beta to craft a general rule
that applies to any financial instrument with relevant valuation information. Also, this section
demonstrates that using beta to administer the tax distinction follows the Weisbach model’s
intuition that a security should be taxed like its closest substitute to achieve the efficient tax
result.
Historically, the different tax treatment of debt and equity reflected a conceptual
distinction between prototypical debt and equity. Classic equity investment involves
contributing capital that is at risk of loss in exchange for rights to participate in the control and
residual gain of an undertaking. 78 Classic debt, on the other hand, is “an unqualified obligation
to pay a sum certain at a reasonably close fixed maturity date along with a fixed percentage in
interest payable regardless of the debtor's income or lack thereof.” 79 Therefore, the key
difference between these prototypes is that only equity investment depends on the
performance of the business once past the point of insolvency.
In fact, much of debt-equity case law has devoted attention to the differing degree of
risk participation. A frequently cited case from the 1940s describes as follows:
The essential difference between a stockholder and a creditor is that the stockholder's
intention is to embark upon the corporate adventure, taking the risks of loss attendant
upon it, so that he may enjoy the chances of profit. The creditor, on the other hand,
does not intend to take such risks so far as they may be avoided, but merely to lend his
capital to others who do intend to take them. 80
This conceptual distinction between the shareholder and the creditor underlies many of the
factors used by courts in the multi-factor approach. For example, ten of the eleven factors used
in the Scottish Power case all point towards the degree of exposure to risk. The presence of a
fixed maturity date likely denotes that the investment is fixed-return capital that takes priority
in payment, which means that the investment carries less risk than residual claims. Similarly,
the source of the payments suggests the extent to which the repayment depends on earnings
of the company. The right to enforce payments, subordination to regular creditors, the
Robert Flannigan, The Debt-Equity Distinction, 26 B.F.L.R. 451 (2011).
Gilbert v. Commissioner, 248 F.2d 399, 402 (2d Cir. 1957) (emphasis added).
80
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whether the funds were advanced with reasonable expectations of repayment regardless of the success of the
venture or were placed at the risk of the business, and, as we shall show, each of the enumerated items does or
may bear on the degree of the risk involved.”).
78
79

19
Published by SJSU ScholarWorks, 2020

19

The Contemporary Tax Journal, Vol. 9, Iss. 1 [2020], Art. 1

capitalization of the company, and the ability to obtain loans from outside lenders all
demonstrate the level of risk involved in the investment.
Participation in management is another factor in Scottish Power that serves as a proxy
for the degree of risk. Shareholders retain the authority to guide the fate of the corporate
enterprise because “[t]he gains and losses from abnormally good or bad performance are the
lot of the shareholders, whose claims stand last in line.” 81 It has been argued that equity
holders, as residual claimants, are necessarily entitled to control the firm because they are the
group that values the right to control the firm most highly due to their risk exposure. 82 The next
factor, the intent of the parties, also expresses the degree to which the investor was subject to
the risk of the enterprise because it analyzes whether the parties shared a reasonable and
unconditional expectation at the time of the transaction that the funds will be repaid within a
certain time.83 Lastly, the identity of interest between creditor and stockholder is crucial
because “a sole shareholder's advance is more likely committed to the risk of the business than
an advance from a creditor who is not a shareholder.” 84 Hence, the conceptual distinction
between debt and equity lies in the degree of risk involved, and the multi-factor test can be
understood as an effort to track this distinction.
A key insight of this paper is that we can use modern finance literature to find a more
reliable proxy for risk of a financial instrument. The risk of any security can be broken down into
two parts: specific risk that is peculiar to that security and market or systematic risk that is
associated with market-wide variations. Modern portfolio theory posits that investors care
about their portfolio’s sensitivity to market changes because they can eliminate specific risk by
holding a well-diversified portfolio. 85 In contrast, systematic risk refers to risk common to a
large number of securities such that it cannot be diversified away. 86 Uncertainty about general
economic conditions such as market downturns is an example of systematic risk. A diversified
investor must only worry about the systematic risk of each security in a portfolio, regardless of
whether the security is debt or equity. Therefore, from a diversified investor’s perspective, the
type of risk that permeates equity investments more than debt instruments is systematic risk.
Systematic risk of a security can be measured by beta, which represents the sensitivity
of a security to movements in the market portfolio. 87 A security with a beta of 1.47 means that
for every 1 percent movement in the market, the security is expected to move 1.47 percent in
the same direction. A beta of –0.69 means that the security moves 0.69 percent in the opposite
direction for every 1 percent movement in the market. The difference in risk participation
81
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between debt and equity can be quantified by beta. In fact, studies have shown that the beta of
typical debt instruments average around 0.3, while the average beta of a stock market is close
to 1 if we use the market index as the benchmark. 88 Therefore, the difference in the level of
systematic risk between debt and equity can be quantified by beta measurements. The next
section shows that beta estimates can be used to craft a general debt-equity rule because beta
can be calculated for any security as long as valuation information is available.
There even exists a mathematical relationship between beta and the probability of
default on a loan, which is another way of measuring the level of risk involved in a supposed
debt instrument. The present value of a bond equals the discounted value of the sum of the
future cash flows multiplied by (1–d) where d is the probability of default, and the recovered
portion of future cash flows multiplied by d. The discount rate on the future cash flows is the
expected rate of return on the asset, which depends on the beta as defined by the Capital Asset
Pricing Model (CAPM). Given the bond beta, yield to maturity, recovery rate, and the present
market value of the bond, it is possible to derive d, the probability of default.89 The higher the
beta, the higher the probability of default. Therefore, answering the question of whether the
parties reasonably expected to create an unqualified obligation to pay a sum certain turns on
the value of beta. A higher beta means a higher probability of default, which makes it more
difficult to believe that the parties reasonably expected full repayment. Overall, beta provides a
promising tool to objectively distinguish between financial instruments and replace the
problematic multi-factor approach.
Incidentally, identifying beta as the distinguishing criterion between debt and equity
does not mean that there exists a sound policy justification for the tax distinction. Debt may
carry significantly lower levels of systematic risk, but it does not necessarily follow that the tax
law should only make the cost of debt financing deductible. As many scholars have proposed,
the best solution to the debt-equity problem would be to eliminate the disparate tax
treatment. However, as discussed in Section II, the TCJA failed to implement such a solution,
and the disparate tax treatment of debt and equity is likely to persist for the foreseeable future.
In this second-best scenario of a forced binary between debt and equity, this paper proposes to
use systematic risk to classify financial instruments.
The beta approach achieves the efficient tax result implied by the Weisbach model. As
discussed in Section IV, the model concludes that a commodity should be taxed like its closest
substitutes. 90 The intuition behind the conclusion is that taxing something like its close
substitutes minimizes the inefficient distortion of consumer behavior. 91 In a three-commodity
scenario, there are two offsetting effects of treating x2, the hybrid commodity, like xn, the nontaxed commodity, rather than like x1, the taxed commodity: the consumer’s preference will
shift from x1 to x2, and also shift from xn to x2. As a debt-equity example, the debt treatment of
Alex Groh & Oliver Gottschlag, The Effect of Leverage on the Cost of Capital of US Buyouts, 35 J. BANKING & FIN.
2099, 2109 (2011).
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Monthly Income Preferred Securities (MIPS), a hybrid instrument that combines features of
preferred stock and corporate bonds, has two offsetting effects. Some investments that would
have been structured as plain debt can now be restructured as MIPS with less creditor rights.
The tax shield remains constant, but the issuer reduces the cost of financial distress — the
expected cost of bankruptcy reorganization — by limiting creditor rights, so the shift increases
utility. 92
At the same time, the debt treatment of MIPS induces some previous equity
investments to be restructured as MIPS which has stronger creditor rights, resulting in higher
cost of financial distress and less tax revenue. Thus, this second shift reduces utility. The net
effect of these offsetting shifts depends on whether MIPS is a close substitute of debt or equity.
If the hybrid instrument is a close substitute of debt, the shift from previous debt investments
would eclipse the shift from previous equity investments because investors and issuers would
find it relatively desirable to restructure their debt securities as MIPS. In that case, the debt
treatment of MIPS would be the efficient solution. Therefore, the efficient tax solution to a linedrawing problem depends on the preferences of the consumer or investor in substituting the
taxable item for another.
In the securities market, systematic risk should drive investors’ preference on
substituting a financial instrument for another. The CAPM posits that there is a linear
relationship between the expected return and the beta of a security as diversified investors
expect to be compensated for taking on more systematic risk. 93 The only variable in the CAPM
formula for calculating the expected return of a security is beta. 94 Investors can tailor a
portfolio to their specific risk-return requirements, aiming to hold securities with higher betas
when the market is rising, and securities with lower betas when the market is falling. In
substituting a security for another, beta should be the primary consideration for the investor.

Id.
Ross, supra note 86, at 359.
94
Critics of the CAPM point out that the relationship between beta and actual average return has been weaker
since the mid-1960s. Stocks with the highest betas have provided lower returns than predicted by the security
market line. Brealey, supra note 85, at 202. Moreover, scholars have found that return has been related to other
factors such as the difference between small-firm and large-firm stocks and the difference between value stocks
and growth stocks. See E.F. Fama and K.R. French, Size and Book-to-Market Factors in Earnings and Returns, 50
JOURNAL OF FINANCE 131, 155 (1995). This suggests that investors saw risks in small-firm stocks and value stocks that
were not captured by beta, the sensitivity to market returns. The Arbitrage Pricing Theory (APT), an alternative to
CAPM, assumes that each security’s return depends on macroeconomic factors, but does not say what the factors
are. Brealey, supra note 85, at 205. Some securities will be more sensitive to a particular factor than other
securities. A further study could use the APT model to measure non-beta factors that could be used to distinguish
between debt and equity. For example, debt instruments are less liquid than equity (liquidity premium), and they
are more sensitive to swings in interest rate as their terms are longer (maturity premium). Using multiple
macroeconomic factors rather than a single market risk factor may yield an even more efficient tax outcome but
would also require more data and calculations. The additional factors would all capture systematic risk rather than
risk arising from possible events that are specific to the company. For the sake of demonstrability, this paper
assumes that beta is the only proxy for systematic risk of a security.
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Therefore, in drawing the efficient line between debt and equity, we can use beta to
ensure that a security is taxed like its close substitutes.95 In practice, this means that we should
compare the beta of a new security to the betas of some benchmark debt and equity
instruments. The new security should be classified as the thing to which its beta is closer, as the
investor will be more likely to substitute the new security for that instrument with the closer
beta. The approach would only apply to publicly traded securities — not related party debt —
because valuation information is necessary to calculate the instrument’s sensitivity to changes
in market returns. Overall, using this beta approach would minimize the level of deadweight
loss that stems from the behavioral distortions caused by uneconomic tax classifications. It
would also minimize the deadweight loss associated with administering an unpredictable
standard, as the next section shows that beta can be used to craft a general rule that applies
consistently to any financial transaction with valuation data.
VI. The Beta Rule and Methodology
A. Previous Risk-Based Proposals
At least two papers have put forth proposals to use insights from finance theory to help
distinguish between debt and equity. Similar to the approach taken by this paper, Anthony
Polito proposes to use the degree of investor risk to determine the tax classification of an
instrument. 96 Observing that a corporation’s paradigmatic debt will always bear less risk, and
therefore have a lower expected rate of return, than its paradigmatic equity, Professor Polito
proposes to identify a corporation’s lowest debt return, R, and multiply it by a fixed multiplier
W, which would be “set according to the desired allocation of the corporate income tax
burden.” 97 Any security with an expected return greater than WR would be treated as equity,
as it would bear too much risk to receive debt treatment.
Although Polito’s intuition of using a measure of risk to classify debt and equity
resonates with this paper’s thesis, his proposal of using the rate of return — rather than beta —
as the benchmark carries significant drawbacks. First, using the rate of return as the proxy
opens much possibility for taxpayers to manipulate their financial instruments in order to
achieve the desired tax treatment. The yield to maturity, which Polito uses as the rate of return,
is the discount rate at which the sum of all future cash flows from the security equals its issue
price. 98 Assuming coupon and principal payments are fixed, a higher issue price leads to a lower
yield to maturity. Therefore, firms would have an incentive to artificially increase their issue
price such that the calculated yield would be lower than the debt-equity cutoff. This incentive

95
Another way of applying the Weisbach model in the debt-equity context would be to use the cross-price
elasticity between the subject financial instrument and the issuing firm’s debt and equity instruments. The
elasticity measures would show whether the instrument is a closer substitute for debt or equity. However,
estimating the cross-price elasticity would require modeling the demand curves for the subject securities and likely
call for even more valuation data than the beta estimations.
96
Anthony P. Polito, Useful Fictions: Debt and Equity Classification in Corporate Tax Law, 30 ARIZ. ST. L.J. 761, 790
(1998).
97
Id. at 796.
98
Id. at 801.
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would be especially strong if the projected yield is close to the cutoff, as firms would find it
beneficial to slightly increase their issue price to claim the interest deductions.
Such manipulation is also likely in the calculation of yield for contingent payment
instruments, where the government would have to rely upon the yield of a comparable fixed
payment instrument. The issuing firm of the contingent instrument may be able to mix and
match terms such as prepayments, options, and conversion rights to lower the comparable
yield. Polito suggests a bifurcation approach to counteract the incentive to lower the yield over
the threshold return. The bifurcation regime would set two multipliers Y and Z of the
corporation’s lowest debt return R. 99 Instruments with expected return greater than ZR would
be treated as wholly equity instruments, and those with expected return less than YR would be
treated as wholly debt.100 Those instruments with return in the middle of the two thresholds
would be treated as equity only to the extent of the return in excess of YR, such that the
interest deduction would be limited to the deemed debt yield of YR.101
Even under this bifurcation regime, firms still have an incentive to lower the yield to be
less than ZR to be able to deduct the deemed debt yield of YR. The incentive is smaller than in
the bimodal approach, but marginal manipulations at the upper threshold still produce undue
tax benefits. One could predict that there are countervailing market forces that would lessen
this tax-driven incentive to lower the yield, but the point remains that using the return as the
benchmark would introduce tax-driven distortions in the financial market. On the other hand,
using beta as the benchmark makes it much harder for taxpayers to manipulate, as the beta
measures are based upon the relationship between an instrument’s returns and the market
returns over a period of time.
Moreover, Polito’s proposal defers to policymakers the most difficult question of setting
the multiplier. The higher the multiplier is set, the more deeply securities must share in the
risks and rewards of the enterprise in order to be included in the taxable base of corporate
income. 102 For Polito’s proposal to be useful in practice, it seems necessary to provide some
guidance on how to set the appropriate multiplier. He is correct to observe that finance theory
can “convert an infinite-dimensioned erratic examination of limitless factors into a twodimensional relationship of risk and return,” but the proposal needs to specify some guidelines
on where to draw the demarcation between debt and equity within the risk and return
spectrum.
Another risk-based proposal is David Ceryak’s idea to grant debt treatment to securities
that return less than three percent above the one-month Treasury bill return (the “federal
rate”). 103 Ceryak also uses the degree of systematic risk to determine how to classify an

Id. at 807.
Id.
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Id.
102
Id.
103
David V. Ceryak, Using Risk Analysis to Classify Junk Bonds as Equity for Federal Income Tax Purposes, 66 IND. L.J.
273, 274 (1990).
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instrument. 104 He observes that it is possible to draw a line between debt-like betas and equitylike betas, and confirms that investors demand a risk premium in compensation for a higher
beta.105 Noting that the return demanded for the low-grade bonds averaged three percent
above the federal rate, Ceryak posits that investors are receiving an equity premium and should
not be allowed deductions when they demand a return equal to or greater than the federal rate
plus three percent. 106 Like Polito’s idea, Ceryak’s proposal uses the actual returns rather than
the beta estimates, which opens opportunities for taxpayers to manipulate transactions to their
tax advantage. Under the proposal, it will be unmistakable to taxpayers that the yields on any
of their financial instruments need to be just shy of the federal rate plus three percent to
receive debt treatment.
Also, using the same benchmark across all firms and industries does not lead to the
efficient outcome. The asset beta of a firm, which is the beta of a company without the impact
of debt, depends upon the volatility of the firm’s industry and business. For example, a debt
instrument at a high-tech company may hold a higher beta than equity of a utility company
because the underlying assets are riskier. In light of the Weisbach model’s mandate that we
should tax a security like its close substitute, the debt-equity question is whether Instrument X
issued by Firm A is a closer substitute for the prototypical debt or equity of Firm A. In other
words, when the government treats X as debt, it is treating it like debt at Firm A, not at any
other firm. Therefore, X should be treated as debt if its risk level is similar to the risk level of a
debt instrument at Firm A, although it may also be similar to that of equity at some other firm.
The Weisbach model entails that the debt-equity benchmark should be specific to each firm.
B. Proposed Rule and Its Scope
For reasons outlined in the previous subsection, it would be more efficient to adopt a
rule that uses actual beta measurements rather than rates of return in classifying financial
instruments according to their level of systematic risk. The beta benchmarks should be specific
to each firm. Therefore, this paper proposes a firm-specific beta rule that would classify
instruments into debt and equity.
The linchpin of the beta approach is the observation that the beta of a typical debt
instrument of any given firm is significantly lower than that of its typical equity instrument.
Intuitively, the beta of debt instruments will be very low because the returns on a typical debt
instrument with fixed interest payments should not vary substantially over time. One study
derived average debt betas of 0.296 and 0.410 for low-grade and high-grade bonds
respectively.107 On the other hand, the average beta of all publicly traded stock should be close
to 1, if we use a market index like the S&P 500 as the market benchmark. 108 Therefore, we can
Id.
Id. at 286.
106
Id. at 288.
107
Groh & Gottschlag, supra note 88, at 2109.
108
A critique of the CAPM points out that the market in the model should include all investable assets rather than
an equity benchmark like the S&P 500. See Richard Roll, A Critique of the Asset Pricing Theory’s Tests Part I: On
Past and Potential Testability of the Theory, 4 J. FIN. ECON. 129, 130 (1977). Unfortunately, this includes many
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craft a rule that classifies a financial instrument according to whether its beta is closer to that of
its benchmark debt beta or benchmark equity beta. For instance, assume that the common
stock of a publicly traded corporation shows a beta of 1.65, while its corporate bonds carry a
beta of 0.35. If a new hybrid instrument issued by the firm turns out to have beta of 0.60, it
would be classified as debt because its beta is closer to that of the firm’s benchmark debt. The
Weisbach model introduced in Section IV posits that a commodity should be taxed like its
closest substitute in order for the tax to minimize deadweight loss, and modern portfolio theory
and CAPM predict that diversified investors would substitute a financial instrument based on its
risk profile. Therefore, taxing a security like its closer beta benchmark should yield the most
efficient outcome.
The debt-equity classification under the beta approach would depend significantly on
the beta benchmarks for each firm. We can use the beta of the firm’s common stock as the
equity benchmark. The debt benchmark, on the other hand, should be the beta of “an
unqualified obligation to pay a sum certain at a reasonably close fixed maturity date along with
a fixed percentage in interest payable regardless of the debtor's income or lack thereof.” 109 A
corporation may issue many kinds of debt, such as senior or subordinated, secured or
unsecured, and long-term or short-term. The likelihood of default on most corporate bonds can
be judged from bond ratings provided by Moody’s, Standard & Poor’s (S&P), and Fitch.110 For
example, the bonds that receive the highest S&P rating are known as AAA (“triple A”) bonds.
Then come AA, A, and BBB bonds, and so on. Bonds rated BBB and above by S&P and Fitch and
Baa and above by Moody’s are called investment grade bonds, and it is rare for them to
default.111 Therefore, in applying the beta approach to real world firms in the following
subsection, I choose the subject corporation’s investment grade bond as the debt benchmark,
to the extent that its valuation information is available. 112
Given relevant valuation information, beta estimates can be calculated for any publicly
traded financial instrument. Therefore, the beta rule can be applied generally across all
industries, which would allow greater cost savings for taxpayers as explained in Section IV.C.
This paper relies on two commonly used methods described in Pratt and Grabowski’s Cost of
Capital to estimate beta: (1) regressing returns for the security against the returns of
benchmark market index over the same periods (also known as ordinary least squares or OLS
beta estimates) and (2) regressing returns for the subject security against the returns of
benchmark market index over the same period (t) and lagged returns of benchmark market
index (t-1) (also known as sum beta estimates). 113

instruments for which returns may be hard to measure. For the sake of demonstrability, this paper assumes that
using an equity index as the market benchmark in estimating betas still yields statistically significant results.
109
Gilbert v. Commissioner, supra note 79, at 402.
110
Brealey, supra note 85, at 65.
111
Id.
112
If a firm does not carry any investment grade bonds, the government should determine the beta of an
investment grade bond at a comparable firm as the debt beta benchmark.
113
Shannon P. Pratt & Roger J. Grabowski, COST OF CAPITAL: APPLICATIONS AND EXAMPLES 225 (4th ed. 2014).
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Estimating the OLS and sum beta estimates can be performed on Microsoft Excel using
market data obtained from various industry data sources such as Bloomberg, Thomson Reuters
Datastream, and Yahoo Finance. For example, to estimate the beta of a publicly traded stock, I
obtain monthly observations of the stock’s historic month-end adjusted closing prices and the
S&P 500 Index over a “look-back” period. Pratt and Grabowski suggest that estimating betas
using five years of monthly return data provides the most accurate beta estimates.114 They note
that the five year look-back period balances the use of a long history with the likelihood that
betas estimated with older data may not be representative of future betas, but recommends a
shorter sampling period if business characteristics changed significantly during the period.115
After obtaining the prices, I calculate the total monthly returns by taking the current month’s
adjusted closing price divided by previous month’s adjusted closing price minus 1. 116 Thus, two
additional columns show monthly returns over the look-back period for the relevant stock and
the S&P 500. For the sum beta estimate, I calculate the lagged returns of the S&P 500 Index by
simply taking current monthly returns and lagging it by one month. For example, the lagged
return for July 2015 is the monthly return for June 2015.
After calculating all relevant returns, OLS beta can be computed using the single
regression SLOPE function in Excel. 117 I select the array of stock’s monthly returns for the
“known y’s” parameter and select the array of the S&P 500 Index’s monthly returns for the
“known x’s” parameter. The SLOPE function estimates the slope of the regression line of the
entered data points with the market returns on the x-axis and instrument returns on the y-axis.
This slope represents how the instrument behaves as the market changes, which is what beta
measures. The OLS regression using total return is
Ri = a + ß * Rm +e

(Formula 1)

where ß is the estimated beta based on historical data over the look-back period, and Ri and
Rm are the historical returns for the publicly traded stock, i, and the market portfolio, m. The
regression also includes a as the regression constant and e as the regression error term.
Therefore, I use the SLOPE function to derive the slope of the OLS regression of the subject
security returns on the market returns.
Id. at 210.
Id. at 208. Pratt suggests avoiding beta estimates from periods of significant business change because they
would not yield reliable forward-looking betas. However, this suggestion is not applicable here because this paper
classifies instruments based on their ex post measures of risk, which means that the estimation is valid as long as it
measures the security’s sensitivity to the market over the look-back period.
116
Id. Pratt and Grabowski note that academicians prefer to estimate beta by using the excess returns rather than
the total returns. Excess return is the amount of total return (which includes both dividends and capital gains and
losses) above the return available on a risk-free investment like a Treasury bill. Use of excess returns allows for
normalizing changes in returns for changes in inflation during the look-back period, but the authors imply that
using excess returns or total returns makes little difference in the aggregate. Thus, this paper uses total returns for
the sake of convenience.
114
115

Id. at 228. Another formula to calculate beta is the covariance of the instrument returns to the market returns
divided by the variance of the market returns. For the beta estimates in this paper, I confirmed that using the
covariance formula yields the same number as the SLOPE function.
117
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Pratt and Grabowski point out that the OLS beta estimates for the securities of smaller
companies without an active market tend to be underestimated because of the lag in the
securities’ sensitivity to movements in the overall market.118 The sum beta method captures
more fully the lagged effect of co-movement in the security’s returns with returns on the
market. A sum beta consists of a multiple regression of a security’s current month’s returns on
the market’s current month’s returns and on the market’s previous month’s returns, and then a
summing of the coefficients. 119 The sum beta can be computed by using a multiple regression
Excel function “LINEST.” For the “known y’s” parameter, I select the array of the security’s
returns over the look-back period. For the “known x’s” parameter, I select the array of S&P
500’s returns and the lagged returns over the look-back period. The LINEST function yields the
coefficients of the market lagged and the market terms in the multivariate regression, and their
sum is the sum beta estimate. In fact, using the sum beta method in this paper yields beta
estimates that generally show a stronger relationship between the subject security and the
market than the OLS beta method. Thus, I use both the OLS and the sum beta methods for the
examples discussed in this paper. As the lag effect is stronger with smaller firms, the
government could use the sum beta method for those firms whose securities are not frequently
traded.
For the real world examples in the next subsection, I use both the OLS and sum beta
methods to estimate the beta of the subject instruments. I also estimate the betas of the
prototypical debt and equity instruments of the firm over the same look-back period of five
years. Under the proposed rule, the government would calculate the betas for the debt and
equity benchmarks and the relevant hybrid security at the end of every tax year. The hybrid
security would be treated as debt or equity based on the beta estimates calculated from the
last five years of monthly pricing data.
The beta of a company may have changed over time, so it is crucial that the benchmark
betas are calculated over the same time period. For example, in times of financial distress or
restructuring of a company, the company’s returns will generally decrease even if the market is
on an upward trend. A beta estimate derived from returns in that period may underestimate
the true forward-looking beta of the firm. For the purposes of the debt-equity distinction, the
important task is to determine the relative position of the subject instrument’s beta in relation
to the benchmark betas of debt and equity. Even if a hybrid instrument’s beta is
underestimated due to a period of corporate restructuring, the beta estimates of the firm’s
prototypical debt and equity would also have been biased down. Therefore, events that affect a
firm’s beta should not affect the relationship between the debt and equity betas within the
same look-back period.
The proposed rule can only reliably apply to transactions with at least five years of
valuation information. Thus, the beta approach would be more effective in solving the linedrawing problem for publicly traded hybrid instruments than for transactions in closely held
settings. The Scottish Power and PepsiCo cases discussed in Section II both involved shareholder
118
119

Id. at 212.
Id.
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advances made to the taxpayer’s closely held subsidiary, and it is unlikely that the advances at
issue were traded or valued by a third party. In general, debt-equity cases involving related
parties are unlikely to have publicly available valuation information. On the other hand, for
publicly traded securities, the betas can be calculated based on historical returns compared to
movements in the market. Technological breakthroughs and changes in government policy and
law have stimulated financial innovation since the 1970s, allowing taxpayers to mix and match
characteristics of both prototypical debt and equity. The proper tax treatment on these hybrid
instruments, such as the adjustable rate convertible notes (ARCN’s) discussed in Section III,
often generates much debate and controversy. As long as valuation data is publicly available,
the beta methodology would be practically applicable in determining the tax treatment of the
hybrid instruments.
The beta estimates in this paper are ex post measures of systematic risk derived from
historical valuation data of the relevant instruments. In the original CAPM formulation, beta is
an ex ante measure of risk, meaning that the measure is used to forecast the expected return of
a security. On the other hand, the beta rule in the debt-equity context is interested in
determining the relationship among the beta estimates of prototypical debt, prototypical
equity, and the uncertain instrument at a particular juncture. For example, for the tax year
2015, the IRS should estimate betas using pricing data from 2010 to 2014. 120 If the data from
the relevant years is unavailable, it is impossible to estimate beta using the ex post method
described above.
In such instances, the government could allow ex ante estimations based on reasonable
projections on various factors such as earnings and dividends growth. For example, for a new
type of publicly traded hybrid instrument, the government may have to wait for some time to
obtain reliable historical pricing data. For such new types of securities, the IRS should require
taxpayers to keep the valuation information available for the first five years and issue advance
rulings based on good faith estimations of the beta using comparable transactions. If the actual
beta of the security turns out to be significantly different after five years, the taxpayer would
not only lose the desired tax treatment but also would be liable for any taxes owed over the
first five years under the opposite tax treatment of the transaction. In sum, the proposed
methodology assumes ex post estimation using historical data, but the government can rely on
ex ante estimations when such data is unavailable.
C. Real World Applications
In lieu of the unpredictable multi-factor standard, the beta rule would be able to point
to a quantitative measure in making the tax determination. The operative task is to measure
the level of systematic risk that holders of the hybrid instrument participate in. The borrower
corporation likely has publicly traded common stock which carries a relatively high level of
systematic risk, and also has issued debt instruments which carries a relatively low level of risk.
As stated above, the beta estimate may have changed from the previous year’s estimate derived from pricing
data from 2009 to 2013. However, the relationship between the debt and equity betas would stay the same
because an event that affects a firm’s beta generally affects the firm’s debt and equity instruments in a similar
way.
120
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The task of the beta approach is to measure the beta of the hybrid instrument and compare it
to those of the common stock and investment grade debt. By focusing on the risk participation
level of the security, the beta approach allows taxpayers to reliably predict the tax treatment of
a particular security. This section shows the application of the beta approach to two kinds of
hybrid securities.
1. Liquid Yield Option Note (LYON)
The Liquid Yield Option Note (LYON) is a highly successful financial product introduced
by Merrill Lynch in 1985. 121 It is a zero coupon, convertible, callable, and puttable bond. 122 The
typical LYON can be converted into common stock of the issuer at a fixed conversion rate. 123
Also, the issuer can “call” the debt obligation at any time after one year from the original issue
date, provided that the price of the underlying common stock has risen above a fixed
amount. 124 In turn, the investor can “put” the debt obligations to the issuer beginning several
years after the original issue date, with the put price varying year to year. None of the LYON’s
four features were new at the time of introduction, but it was the combination of all of the
features that made the LYON an innovation.125 The instrument was developed to target
individual retail customers who were purchasing short-term call options on common stocks
with the interest accrued on their CMA accounts. The LYON allows retail investors to take
advantage of long-term, low-transaction-cost call options, while providing them strong
downside protection with the put option.126
A real world example may illustrate the relevance of LYON’s to the proposed debtequity rule. In 2005, the biotech giant Amgen Inc. offered zero coupon bonds with a principal
amount of $1,000 and maturity in March 2032.127 The prospectus specifies an initial principal
amount of $740.18 per Note, but the Notes accrue original issue discount (OID) while they
remain outstanding, such that the holder will be paid $1,000 upon maturity. 128 The Notes are
convertible into common stock of Amgen at the conversion rate of 8.86 shares per Note, with
the conversion rate continually adjusted for dividend distributions and stock subdivision or
combination. Beginning in March 2007, Amgen has had the option to redeem the Notes at a
redemption price set to reflect the original issue discount accrued to the redemption date.
Lastly, the Note holder had the option to require Amgen to purchase for cash any outstanding
Note on certain purchase dates in 2006, 2007, 2012 and 2017 at purchase prices predetermined

John J. McConnell, The Origin of LYONs: A Case Study in Financial Innovation, 4 J. APPL. CORP. FIN. 40 (1992).
Id.
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Alan S. Gutterman, West Business Transactions Solutions § 155:88 (2019).
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McConnell, supra note 121, at 40.
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Id. at 44.
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Amgen Inc., Offer to Exchange Our Zero Coupon Convertible Notes due 2032 and an Exchange Fee for any and
all of our outstanding Liquid Yield Option Notes due 2032 (Form 424B3) (Apr. 6, 2005), available at
https://www.sec.gov/Archives/edgar/data/318154/000095014905000205/f06660b3e424b3.htm#109. The CUSIP
number for the LYON is 031162AL4.
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The original issue discount is the difference between the initial principal amount and the principal amount at
maturity. In this example, the OID amount is $1,000 – $740.18 = $259.82.
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in the prospectus. Therefore, the Amgen instrument is a zero coupon, convertible, callable, and
puttable bond, also known as a LYON.
The tax issue is whether the OID on LYONs should be deductible by the issuer as it
accrues. In an early case involving LYONs, the issuer argued that the OID was deductible as it
accrued, even though the OID might never be required to be paid in cash if the holder
converted the debt instrument prior to maturity. 129 The deductibility of OID in general is
governed by a rather complex system of regulations and calculation methods under Section
163. For purposes of this discussion, it suffices to state that OID accretions generally are
deductible by the issuer and includible in the holder’s income. 130 The IRS initially took the
position that the OID on LYONs are not deductible, but later issued a private letter ruling
confirming that it is deductible as long as the accrued OID would not be cancelled, extinguished
or forfeited. 131 The private ruling is rather brief and does not delve into the debt-equity
consideration of LYONs.
Applying the existing Section 163(l) approach to convertible debt, the IRS would have
had to ask whether the features of the LYON provide substantial certainty that the holder will
exercise the option to convert into the issuer’s equity. As discussed in the ARCN example in
Section III, the likelihood of conversion would depend on the share price at the time of issue. In
the Amgen LYON case, the common stock at the time of issue was worth around $50.132
Assuming that the holder would receive the conversion rate of 8.86 shares upon the Note’s
maturity in 2032, the holder would be converting at a price of $112.87 per share. Therefore, the
Amgen stock would have had to appreciate over twofold over that period for the investor to
choose to convert into stock rather than receive $1,000 in cash. A salient feature of LYONs is
the fixed conversion rate, with only minor adjustments. Therefore, the effective conversion
price rises as the OID accrues over the term, which means that the underlying stock would have
to appreciate substantially for the Note to be converted.
However, LYONs usually have long terms to maturity like 15 to 30 years. It is likely that
the underlying stock price would rise enough to justify conversion at some point during the long
term. For example, on March 1, 2017, the Amgen LYON holder would have had the option to
sell the Note back to the company at $845.12 or convert into 8.86 shares at the conversion
price of $95.39.133 As the adjusted closing price on that day was above $164, it would have
been wise for the holder to convert rather than take the cash. Therefore, given the typical
terms of LYONs, it seems unlikely that investors will hold to maturity without converting. The
IRS could have focused on the long terms to maturity to argue that the hybrid instrument
should be treated as equity.

Lee Sheppard, IRS Stance in Staley Underscores Roaring Issues Raised by LYONs, 53 TAX NOTES 1453 (Dec. 30,
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Moreover, the fixed conversion rate also makes it difficult to argue that the OID
accretion should be treated like interest paid on indebtedness. Interest has been defined by the
Supreme Court as a charge for “the use or forbearance of money." 134 Converted LYONs do not
compensate the holder for the time value of money because the holder receives the same
number of shares no matter when during the instrument’s term the conversion takes place.135
Thus, the IRS could have argued that stock tendered on conversion of a LYON does not include
deductible interest because it does not compensate the holder for the time value of money.
Overall, although the IRS decided to allow deduction for OID accrued on LYONs, the agency
could very well have focused on a different feature of the hybrid instrument to classify it as
equity. The beta approach serves to reduce this kind of unpredictability.
Using the beta approach, I first calculate the monthly returns of the Amgen LYON using
monthly historical prices from its issue in 2005 to March 2011. I also calculate the monthly
returns of the S&P 500 Index over the same period. The historical prices used in this example
were pulled from a Bloomberg Terminal. Then, the monthly returns are entered on Excel into
the formula for beta, which is calculated using the SLOPE and LINEST functions on Excel with
the x-axis as market returns and y-axis as the instrument’s returns. The Excel calculations reveal
an OLS beta of –0.08 for the LYON. Using the sum beta method reveals a slightly more negative
beta of –0.11. Figure 1 charts the OLS regression, where the dotted line represents the
regression line with a slightly negative slope. The R square value measures the proportion of
variation in the dependent variable explained by the independent variable or how well the
regression model fits the data. The R square value for this regression was 0.03, which means
that the regression model can only explain three percent of the variation in LYON returns.
In addition to the weak regression, it seems unusual to find a negative beta in the
biotech industry which is generally procyclical. There are two factors that could have affected
the estimated beta’s accuracy. First, the Bloomberg data missed a few months’ observations for
the LYON during the look-back period. Namely, it is missing the data for April and May 2007,
August to December 2007, and April 2008 to April 2009. For the regression, I also exclude the
historical S&P data for the corresponding periods, so the beta estimate may not reflect the true
relationship between the returns on the security and the returns on the market during the
entire look-back period. Second, this period — May 2005 to March 2011 — included the period
of the most severe economic decline since the Great Depression. The market generally places
greater weight on downside risk than on upside gains, so some economists suggest that
securities with high downside exposure require a premium that is different from the premium
on regular market beta. 136 Therefore, the LYON returns during the market crashes may reflect a
premium other than the market beta premium. In fact, in Figure 1, it is apparent that the data
point for June 2009 reflecting a 30 percent drop in the S&P is an outlier that skews the
regression line.137 Excluding the June 2009 observation from the regression yields a slightly
positive beta of 0.09. Therefore, I cautiously conclude that the LYON beta is close to zero. As
Deputy v. DuPont, 308 U.S. 488, 498 (1940).
Sheppard, supra note 129.
136
Andrew Ang, Joseph Chen & Yuhang Xing, Downside Risk, 19.4 REV. FIN. STUD. 1191, 1236 (2006).
137
Graphs created by author by running OLS regressions on Excel using pricing data obtained from various sources
including Bloomberg.
134
135
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shown below, either the slightly negative or slightly positive beta estimate of the LYON
supports its debt treatment.

Figure 1. OLS Regression of Amgen LYON and S&P 500 Monthly Returns, ß = –0.08, R2 =
0.03

Assuming that the LYON beta estimate is statistically significant, the next step in the
beta approach would be to compare the LYON beta to the betas of Amgen’s prototypical debt
and equity. The Amgen common stock, traded on the NASDAQ under the ticker AMGN, can
serve as the equity benchmark. I use monthly returns of AMGN and S&P to calculate the beta of
AMGN over the same look-back period as the LYON data, May 2005 to March 2011. The
common stock shows OLS beta of 0.45 and sum beta of 0.30.138 I also identify two senior
unsecured notes issued by Amgen to provide the debt benchmark beta.139 They are both
investment grade bonds: one was issued in 2005 with a coupon rate of 4.00% and matured in
2009, and the other was issued in 2005 with a coupon rate of 4.85% and matured in 2014.
One might expect that Amgen stock would show a relatively high beta because the biotechnology industry is
generally sensitive to market swings. However, Amgen is one of the world’s largest biopharmaceutical companies
which sells many popular and established drugs. As such, the company’s revenue and profits may be less prone to
macroeconomic changes. The Bloomberg estimate of the stock’s raw beta for the look-back period is 0.433, which
is close to the OLS estimate of 0.45.
139
The CUSIP numbers for these benchmark debt instruments are 031162AG5 and 031162AJ9.
138

33
Published by SJSU ScholarWorks, 2020

33

The Contemporary Tax Journal, Vol. 9, Iss. 1 [2020], Art. 1

Bloomberg provides the monthly pricing data for both, although the look-back period for the
first bond stops in 2009 rather than 2011. Again, using the S&P 500 as representing the market
returns, I estimate OLS betas of –0.01 and –0.02 respectively. The sum beta estimates are –
0.005 and –0.03. These results confirm the general observation that the debt beta of a firm is
lower than its equity beta. Considering the low beta of the Amgen common stock over the lookback period, perhaps it is not usual that the LYON and the debt instruments show slightly
negative betas.
Proceeding with the beta approach, the results would conclude that the efficient tax
result is to treat the LYON like debt. The LYON OLS beta estimate, –0.08, is closer to the betas of
the two senior notes, –0.01 and –0.02, than to that of the Amgen common stock, 0.45. In other
words, the holder of the hybrid instrument carries a similar level of systematic risk as the holder
of the company’s senior notes. The calculations show that betas are close to zero for both the
hybrid instrument and the senior notes, which means that diversified investors do not really
participate in market risk when they hold LYONs or the senior notes. Therefore, using the riskbased approach, the debt treatment of LYONs is the efficient classification.
After concluding that LYONs should be treated like debt, a separate question is how
much of the OID should be deductible. For LYONs that are redeemed by the issuer for cash, it is
straightforward to calculate the interest because the holder receives the original principal plus
any accrued OID in cash. For converted LYONs, however, the issuer actually never pays accrued
OID to the holder. Perhaps a more economically accurate solution would be to allow deductions
for the excess of the fair market value of the shares received by the holder over the original
issue price of the LYON. If the underlying stock has appreciated in value since the original issue
date, the excess of the fair market value over the original issue price could be deemed as
interest paid to compensate the holder for the time value of money.
2. Monthly Income Preferred Stock (MIPS)
Another type of hybrid security that we can apply the beta rule to is MIPS, briefly
discussed in Section V. Invented in the early 1990s, the hybrid instrument is treated as debt for
tax purposes, but treated as preferred stock for essentially all other purposes. 140 Because of its
tax advantages, MIPS effectively replaced preferred stock in the marketplace. 141 In a typical
MIPS transaction, the borrower corporation sets up a special purpose entity that is designed to
be treated as a partnership for federal income tax purposes. 142 The borrower contributes some
capital to the partnership, and the public investors contribute additional capital to the
partnership in exchange for preferred interests promising monthly distributions of income (the
MIPS). 143 The partnership then lends all of its capital to the borrower on arm's length terms.144
Until maturity of the loan, the borrower pays interest to the partnership, which distributes it to
Weisbach, Line Drawing, supra note 53, at 1639.
Id.
142
David P. Hariton, Distinguishing Between Equity and Debt in the New Financial Environment, 49 TAX L. REV. 499,
517–18 (1994).
143
Id.
144
Id.
140
141

34
https://scholarworks.sjsu.edu/sjsumstjournal/vol9/iss1/1

34

et al.: The Contemporary Tax Journal Volume 9, No. 1 – Winter 2020

the investors on a monthly basis. If the borrower defaults on the loan, the investors take
control of the loan and enforce creditor's rights such as accelerating principal and forcing the
borrower into bankruptcy. 145 All proceeds must be distributed to the investors at the maturity
of the loan.
The economic keys to the MIPS structure are the long maturity — at least 30 years —
and the right of the corporate parent to defer payment of interest in the event of financial
distress, typically for five years. 146 The borrower receives more favorable treatment from the
rating agencies when it issues MIPS than it would for an issuance of senior debt due to the
relatively long term of the loan and the borrower's right to defer interest for a period of
time. 147 These features also give the issuer the same financial cushion as preferred stock.
Therefore, MIPS can be seen as a form of preferred stock that has been restructured to give
deductibility to the borrower. Instead of directly paying dividends to preferred shareholders,
the borrower corporation pays deductible interest on the loan to the partnership, which passes
on the proceeds to the MIPS holders.
Applying the multi-factor approach to MIPS, some factors would favor equity treatment
of the hybrid instrument. The long term to maturity of the security favors equity treatment. In
PepsiCo, the Tax Court ruled that the 50-year term of the advance agreements in that case
weighs heavily in favor of treating them as capital investments because it “effectively subjected
the principal amounts of the instruments to an uncertain international economic climate for an
inordinate period.” 148 It is likely that the court will similarly find the long term of MIPS securities
— sometimes perpetual — as characteristic of equity investments. Moreover, the right of the
borrower to defer payment of interest deviates from a typical debtor-creditor relationship,
where interest is paid according to a fixed schedule regardless of the borrower’s financial
performance. Therefore, some factors would favor the classification of MIPS as equity. In fact,
the Treasury Department wanted to treat MIPS as stock rather than as debt and proposed
legislation to this effect, but Congress rejected the proposal.149 Eventually, Treasury issued a set
of rulings and notices implying that it would not challenge the debt treatment of the security so
long as its maturity was not overlong. 150 As with the ARCN ruling, it is difficult to predict how
long the maturity can be for the Treasury to accept the debt treatment.
Instead, applying the beta approach to MIPS would create more predictability and
transparency for taxpayers. This paper applies the risk-based approach to a set of MIPS issued
by Popular Inc., a financial services conglomerate that operates in Puerto Rico and the mainland
United States. Popular’s common stock trades on the NASDAQ under the ticker “BPOP.” In
2003, the company offered to the public 6,500,000 shares of its 6.375% Noncumulative

Id.
Mark P. Gergen & Paula Schmitz, The Influence of Tax Law on Securities Innovation in the United States: 19811997, 52 TAX L. REV. 119, 153 (1997).
147
Id.
148
PepsiCo, supra note 28, at *65.
149
Weisbach, Line Drawing, supra note 53, at 1673.
150
Gergen, supra note 146, at 168 (referring to Rev. Rul. 94-28, 1994-1 C.B. 86; Notice 94-47, 1994-1 C.B. 357).
145
146
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Monthly Income Preferred Stock, 2003 Series A.151 Offered at a price of $25 per share, the
instrument currently trades on the NASDAQ under the symbol “BROPO.” The preferred stock
pays annual dividends of $1.59375 per share, payable monthly, if declared by the board of
directors. Missed dividends never have to be paid.152 The prospectus supplement explains that
the board of directors is not “obligated [n]or required to declare monthly dividends,” and that
banking regulations may restrict the company’s ability to pay dividends. The instrument was
redeemable at Popular’s option beginning on March 31, 2008, but it has no mandatory
redemption or stated maturity. 153 Popular offered another instrument with essentially the
same features but with a higher coupon rate of 8.25% in 2008, and the instrument currently
trades on the NASDAQ under the symbol “BROPP.” 154 The perpetual maturity and the right of
the borrower to not pay dividends makes BROPO and BROPP similar to the typical MIPS
instrument.
After identifying the hybrid instruments, I estimate their betas. I use publicly available
pricing data on BROPO and BROPP to calculate the beta estimate for each instrument. As both
are traded on the NASDAQ, I was able to find their monthly adjusted closing prices on Yahoo
Finance for the look-back period of 5 years from January 2014 to December 2018 (60
observations). I then calculate the monthly return rates for both, as well as the monthly returns
for the S&P 500 Index in the same period. As I used the adjusted closing prices to derive the
return rates, they should reflect changes in transaction prices and any corporate actions like the
monthly dividend payments. Then, the monthly returns are entered into the SLOPE and LINEST
functions on Excel with the x-axis as market returns (S&P) and y-axis as the instrument’s returns
(BROPO and BROPP).
As shown in Figures 2 and 3, the regressions revealed OLS betas of 0.42 and 0.21 for
BROPO and BROPP respectively. The R squared values are 0.11 and 0.06, which means that the
regression line explains more of the variation in the MIPS returns than in the Amgen LYON
regression, which showed an R squared value of 0.03. Sum beta estimates are 0.74 and 0.30.
The next step is to compare the betas to the betas of the firm’s benchmark equity and debt
instruments. The OLS and sum beta estimation for Popular common stock, BPOP, calculated
over the same look-back period, showed betas of 1.16 and 1.13. To estimate the beta of the
company’s prototypical debt, I considered a senior unsecured note issued by Popular in in 2014
with a coupon rate of 7.00%. 155 The security was due to mature in July 2019, but was called by
the issuer in October 2018, so the historical data on Bloomberg stops in September 2018. I
regressed the returns of the senior note and S&P returns from July 2014 to September 2018,
and estimated OLS beta of 0.15 and sum beta of 0.18. As in the Amgen LYON example, the
Popular Inc., Prospectus Supplement (Form 424B5) (Feb. 21, 2003), at S-3, available at
https://www.sec.gov/Archives/edgar/data/763901/000095014403002296/g80501b5e424b5.htm.
152
Id. at S-6.
153
Id. at S-20.
154
Popular Inc., Prospectus Supplement (Form 424B2) (May 22, 2008), at S-4, available at
https://www.sec.gov/Archives/edgar/data/763901/000119312508120693/d424b2.htm#supp99345_1.
155
The CUSIP number for the benchmark debt is 733174AJ5. The last S&P rating of the debt before maturity was
BB-, which is just below investment grade. Ideally, I would use an investment grade bond as the debt benchmark
over the look-back period, but I was unable to obtain appropriate historical data.
151
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benchmark results are consistent with the general observation in finance literature that the
debt beta is significantly smaller than the equity beta of the same firm.
Figure 2. OLS Regression of BROPO and S&P 500 Monthly Returns, ß = 0.42, R2 = 0.11

Figure 3. OLS Regression of BROPP and S&P 500 Monthly Returns, ß = 0.21, R2 = 0.06
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For BROPP, both the OLS and the sum beta estimates are significantly closer to the debt
benchmarks of 0.15 and 0.18 than the equity benchmarks. Thus, the debt treatment of the
hybrid security is the efficient tax result. For BPOPO, however, the tax treatment depends on
whether we use the OLS or sum beta estimate. The OLS beta estimate of 0.42 is closer to the
debt benchmark. The sum beta estimate of 0.74 is actually closer to the equity benchmark beta
of 1.13 than the debt benchmark of 0.18. 156 Therefore, if the government were to apply the
sum beta estimation method on the same benchmarks, the Popular MIPS issued in 2003 would
have to be treated as equity. The government should determine the appropriate method to use
on each firm depending on its size and trading volume and inform the relevant parties of the
method to be used ex ante. The parties may object that the chosen method yields an
undesirable tax result, but the approach would still be much more predictable and consistent
than the multi-factor approach.
D. Advantages and Limitations of the Proposed Rule
As discussed above in Section V, the main advantage of the beta rule over current law is
the reduction of two types of deadweight loss. The adoption of a general rule in lieu of a
flexible and vague standard would save taxpayers and the government significant resources in
planning and administering debt-equity transactions. The use of economic substitutes in
determining the tax treatment of a hybrid security would minimize the inefficient distortions
that result from uneconomic tax treatments.
In addition, the proposed rule offers advantages over other risk-based proposals. First,
the beta rule is immune from changes in a firm’s risk profile because the debt and equity
benchmarks are firm-specific. The beta estimates of a firm may change due to changes in the
firm’s assets and liabilities. For example, a company in the utilities industry, a traditionally low
beta industry, may take on a high-tech project that increases the firm’s exposure to market risk.
Thus, the beta of the firm’s common stock increases, but the increased risk exposure affects the
firm’s other securities as well. In other words, the debt benchmark and the hybrid security
should see a commensurate increase in beta, as the increased risk would affect the returns on
any security issued by the firm. Another example is that a company’s levered beta, which
considers the company’s capital structure, increases as the firm takes on more debt. 157
However, as the debt-to-equity ratio increases, the company’s debt beta increases as well.158
Overall, a change in the beta of one type of security is likely to be accompanied by
commensurate changes in other securities of the firm, such that the tax treatment of a hybrid
security will not change due to a change in firm conditions. As long as the benchmarks are
156
The greater difference between the OLS and sum beta estimates in BROPO than BROPP is likely explained by a
difference in trading volumes. The prospectus supplements show that the 2008 offering issued 16 million shares at
a price of $25 per share, while the 2003 offering issued only 6.5 million shares at the same price. Thus, it is
plausible that the lagged effect of comovement in the security’s returns with market returns is greater in BROPO
than BROPP because the 2003 series is traded less frequently.
157
Unlevering a beta removes the financial effects of leverage thus isolating the risk due solely to company assets,
but the proposed approach uses levered beta because the goal is to understand the volatility of a specific company
rather than compare betas of different companies.
158
Mihir Desai, HOW FINANCE WORKS: THE HBR GUIDE TO THINKING SMART ABOUT THE NUMBERS, 140 (2019).
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estimated over the same look-back period, the beta estimates can reveal whether the hybrid
instrument is a closer substitute for debt or equity.
Second, the beta rule is less susceptible to taxpayer manipulation than proposals that
use rates of return as the risk proxy. Table 1 summarizes the estimation results of the betas of
the LYON and MIPS instruments and their appropriate tax treatment according to the proposed
beta rule of classifying a security based on the numerical proximity of its beta to the benchmark
betas. An objection to this rule could be that a mechanical application of such rule fails to
distinguish between instruments that bear differing degrees of systematic risk and creates an
abrupt change in tax treatment at the dividing line. For example, as seen in Table 1, BROPP, a
Monthly Income Preferred Stock for Popular Inc., should be treated as debt as its OLS and sum
beta estimates are closer to the debt benchmarks. However, one could devise another MIPS
whose beta estimates are 0.654, which is just shy of the mid-point between the benchmark
betas.159 A mechanical application of the beta rule would grant the same tax treatment to this
hypothetical instrument and BROPP, although the hypothetical security would bear a much
higher level of systematic risk.
Table 1. Beta Estimates of Hybrid and Benchmark Instruments and the Tax Treatment under the
Beta Rule
Instrument

OLS
Beta

Tax Treatment

Sum
Beta

Tax Treatment

Amgen Stock (AMGN)

0.45

Benchmark Equity
(BE)

0.30

BE

Amgen LYON

–0.08

Should Be Debt

–0.11

Should Be Debt

Amgen Senior Note 1

–0.01

Benchmark Debt (BD)

–0.005

BD

Amgen Senior Note 2

–0.02

BD

–0.03

BD

Popular Stock (BPOP)

1.16

BE

1.13

BE

Popular MIPS
(BROPO)

0.42

Should Be Debt

0.74

Should Be Equity

159

(1.16 + 0.15)/2 = 0.655; (1.13 + 0.18)/2 = 0.655.
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Popular MIPS (BROPP) 0.21

Should Be Debt

0.30

Should Be Debt

Popular Senior Note

BD

0.18

BD

0.15

By specifying a sharp line between conducts, rules allow Holmes’s proverbial bad man to
take conscious advantage of under-inclusion.160 When the taxpayer knows ex ante where the
break point is, he or she can design instruments that maximize or minimize the level of risk
while still receiving the desired tax treatment. On the contrary, under a standard, the
enterprising taxpayer would be much less likely to engage in the borderline behavior because
changes in behavior create a continuous change in probability from an ex ante perspective.161
In other words, there would be substantial likelihood that the standard would impose the
undesired tax treatment on the borderline transaction. 162
However, the beta estimation methodology illustrated in this paper is an ex post
measure of risk that is hard to determine ex ante. The issuer can change the instrument’s
exposure to systematic risk by contractually changing attributes like the term to maturity,
subordination, or right to defer payments, but it is difficult to predict how much each feature
would change the beta. One could construct financial models based on historical data of
instruments with similar features, but the ex ante projections from the models would only be
probabilistic with respect to the ex post estimations that the tax authorities would perform.
Therefore, it would be extremely risky for the proverbial bad man to issue a security with the
purpose of staying very close to the debt-equity cliff, as he would incur substantial chance that
the estimated beta would push him over to the opposite tax treatment. In fact, most taxpayers
who want a certain tax treatment on their instrument would err on the side of caution and add
features to ensure that the projected beta is reasonably close to the beta estimates of the
firm’s benchmark debt or equity. In contrast, if the instrument’s return is used as the proxy,
taxpayers can manipulate the issue price which would translate directly into a change in the
yield.
Moreover, the beta approach could further mitigate the discontinuity problem by
adopting a bifurcation regime. Instead of an all-or-nothing approach, the bifurcation rule would
provide the Commissioner with discretion to treat certain instruments as in part debt and in
part stock. Treasury recently proposed to adopt a bifurcation rule on debt instruments between
Pierre J. Schlag, Rules and Standards, 33 UCLA L. REV. 379, 384–85 (1985).
David A. Weisbach, Formalism in the Tax Law, 66 U. CHI. L. REV. 860, 873 (1999).
162
Weisbach also points out that a discontinuous law can allow taxpayers to achieve tax arbitrage by matching a
long position very close to the break point with a short position also very close to that point. Id. at 874. He
mentions the Knetsch case as an example, where the taxpayer purchased deferred-interest annuity with money
borrowed from the same company that sold the annuity. Taxpayers could theoretically devise a similar plan
around the proposed beta rule by issuing debt that is just shy of the beta cutoff and investing the funds in taxpreferred instruments like growth stock. Yet, the taxpayers would have to incur substantial risk that the actual
beta estimation may push them over to the undesirable tax treatment because the beta estimates are difficult to
predict ex ante. Moreover, this subsection discusses the bifurcation approach as another way to further lessen the
discontinuity effect.
160
161
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two members of the same modified expanded group, although the final Section 385 regulations
removed the rule.163 Treasury had proposed the bifurcation regime to apply to contingent debt
instruments in 1991, but also withdrew it in the final Section 1275 regulations adopted in
1994.164 Under the proposal, the interest on a contingent debt instrument would have been
bifurcated into deductible interest and non-deductible payment on equity.
In applying the beta rule, a bifurcation regime should apply to instruments whose beta
is substantially close to the debt-equity break, the midpoint between the debt and equity
benchmarks, to ensure that a minor change in beta does not lead to a dramatic change in tax
treatment. The subject security could be bifurcated according to its relative distance to the
debt and equity benchmarks. For example, going back to the Popular Inc. example, the
hypothetical MIPS with beta of 0.654 could be treated as 49.9% debt and 50.1% equity based
on the beta’s distance to the benchmarks of 0.15 and 1.16.165 Therefore, only 49.9% of the
monthly payments would be treated as interest payments by the issuer, while the rest are
treated as dividend payments on equity. This bifurcation method would still suffer from the
discontinuity problem in Polito’s bifurcation regime discussed above in subsection A. If some
instruments are treated as entirely debt and others as partially debt, a marginal change in an
instrument’s beta that renders it entirely debt would have a disproportionate tax effect.
Another method of allocating the bifurcation would be to follow the Treasury’s
proposed method on bifurcating a contingent debt instrument into two components, a
noncontingent component and a contingent component.166 If the contingent component is
economically equivalent to publicly traded property, the portion of the issue price allocable to
this property will be based on its fair market value, and the remainder of the issue price is
allocated to the noncontingent component.167 Otherwise, the issue price of the noncontingent
instrument will be the present value of the payments to be made on that instrument, and the
remainder of the issue price will be allocated to the contingent component. 168 The discount
rate on the present value of the noncontingent debt component must be based on the yields of
comparable debt instruments of the issuer or comparable issuers. 169 Applying the Treasury’s
proposed approach to the Amgen LYON, we could determine the value of the noncontingent
component by summing the present value of the OID accrual and the principal amount set to
mature in 2032. Out of the $740.18 issue price, the Treasury could classify the value of the
noncontingent component as debt, and the remainder as equity. Then, the Treasury would
allow deductions for the portion of the OID accrual that is attributable to the noncontingent
component of the issue price.
New Section 385 Regulations Significantly Limit Scope, PWC TAX INSIGHTS. (Oct. 14, 2016),
https://www.pwc.com/us/en/services/tax/library/insights/new-section-385-regulations-significantly-limitscope.html.
164
Kenneth H. Heitner & Jonathan M. Kushner, To Bifurcate or Not to Bifurcate: The Answer Becomes Less Clear, 46
TAX LAW. 43, 81 (1992).
165
(0.654 – 0.15) / (1.16 – 0.15) = 0.499; (1.16 – 0.654) / (1.16 – 0.15) = 0.501.
166
Prop. Regs. § 1.1275-4(g)(3), 56 Fed. Reg. 8308 (1991).
167
Heitner & Kushner, supra note 164, at 82.
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The biggest downside of the beta rule lies in its limited scope of applicability. Due to the
nature of its methodology, the rule can reliably apply to publicly traded securities with at least
five years of valuation data. This leaves out most debt-equity cases involving related party
financings, which has recently risen in popularity among multinational corporations.170 In
addition, the proposed beta rule also bears significant administrative costs. As the approach is
firm-specific, the government would have to expend resources in calculating the beta estimates
of the hybrid security and in determining the appropriate debt and equity benchmarks for each
company. Moreover, the accuracy of the best estimates depends on the availability of years of
relevant valuation data. If the data is unavailable, the government would have to rely on
reasonable projections and comparable transactions, which would lessen the certainty of the
efficient tax outcome. Taxpayers would also likely dispute the appropriate beta calculation
method, as the tax treatment of an instrument — like BROPO in Table 1 — can differ depending
on the method used.
VII. Conclusion
This paper devises a partial solution to the debt-equity line-drawing problem that
minimizes two kinds of deadweight loss produced by current law. Observing that prototypical
debt and equity carry different levels of risk, it proposes a rule that uses beta estimates — a
measure of systematic risk — in distinguishing between debt and equity for federal income tax
purposes. The multi-factor standard currently used by the courts and the government is
unpredictable and allows gaming by well-advised taxpayers. In lieu of the unpredictable and
malleable standard, the beta rule would classify an instrument based on its beta’s numerical
proximity to the benchmark debt and equity betas of the same firm. The beta approach reduces
deadweight loss by taxing an instrument like its closest substitutes, and its formulation as a rule
rather than a standard curtails enforcement costs for the government and information costs for
the taxpayer. On the other hand, reliable beta estimation requires years of publicly available
valuation information, so the approach can apply to instruments of publicly traded companies
with a wealth of historical data. Also, the government would have to expend resources in
determining the appropriate debt and equity benchmark betas for each firm. At a minimum,
the approach should be able to provide clear guidance on innovative hybrid transactions — like
the MIPS and the LYON — that become widespread among public companies. Thus, the beta
rule proves to be a promising tool that can help the government efficiently draw the line
between debt and equity for certain transactions.

170

See supra Section II.
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Treatment of Medicaid Wavier Payments for Purpose of EITC and ACTC
By: Xiaoyue (Tina) Tan, MST Student
In May 15, 2019, the U.S. Tax Court issued its decision in the Mary K. Feigh, 152 T.C. No. 15
(2019) case. The Court held that earned income “cannot be reclassified by [the IRS], through a
notice, to fall outside the plain text of section 32.” Judge Goeke described this case as involving
a “novel question.” It is also one that may affect some low-income taxpayers.
Background of the Case
Mary K. Feigh (W) and Edward M. Feigh (H) claimed an earned income tax credit (EITC) and an
additional child tax credit (ACTC) on their 2015 tax return. Their only income was from
Medicaid waiver payments W received for care in their home of the couple’s disabled adult
children. Medicaid waiver payments are treated as difficulty of care payments according to IRS
Notice 2014-7, with such payments excludable from gross income under section 131.
The Form W-2 received in 2015 for the waiver payments reported $7,353. H and W reported
this income on their return but then excluded it from the calculation of gross income based on
the instructions to Form 1040 and IRS guidance. Despite excluding the payments from their
gross income, they used the income to claim an EITC of $3,319 and ACTC of $653, which
represented the refundable portion of the child tax credit.
The Feighs received a notice of deficiency from the IRS disallowing the EITC and ACTC.
According to section 32(c)(2)(A), a taxpayer must have “earned income” for a taxable year to
qualify for EITC or ACTC. The IRS argued that the Feigh’s Medicaid waiver payments were
properly excluded from gross income and thus, did not qualify as “earned income.” Therefore,
they were not entitled to the EITC or ACTC for 2015.
The issue before the court was whether Medicaid waiver payments, treated as difficulty of care
payments and excludable from gross income pursuant to Notice 2014-7, qualify as “earned
income” for determining eligibility to receive the EITC and ACTC.
What is Qualified as Earned Income?
“Earned income” is defined under section 32(c)(2)(A)(i) as “wages, salaries, tips, and other
employee compensation, but only if such amounts are includible in gross income for the taxable
year.” According to section 131, qualified foster care payments received by an individual
provider of foster care during the tax year are excluded from the individual's gross income. The
IRS tried to classify Medicare waiver payment as difficulty of care payment, a type of qualified
foster care payment under section 131 and excludible from gross income. Section 131(c)(1)(A)
defines difficulty of care payments as “compensation for providing the additional care of a
qualified foster individual”. A “qualified foster individual” is “any individual who is living in a
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foster family home” and who was placed there by an agency of the State or a qualified foster
care placement agency. 1
Medicare waiver payments were not excludible under section 131 prior to Notice 2014-7,
because such payments were for biological parents taking care of their disabled child in their
own house, which is different from foster care. Their relationship was not a foster care
relationship and compensation the state paid to W under a state Medicaid waiver program to
care for their disabled adult children were not excludable from income as a difficulty of care
payment.
The IRS basically turned “earned income” into “unearned income” without authority. There was
no “statutory, regulatory, or judicial authority” that could support the IRS’s treatment. The
court emphasized that IRS notices are “mere statements of the Commissioner’s position” and
“lack the force of law.”
Includible versus Included
The court emphasized that section 32 includes the phrase “includible in gross income.” The
court noted that “includible” and “included” are not the same words. The court referred to and
explanation from Tesco Driveaway Co. v. Commissioner 2 that “included” means the actual
treatment of income. “Includible” means a legal requirement of income, whether or not the
income was actually so treated. In other words, an item of income is included in gross income
means that it was actually included in the taxpayer’s gross income, while income includible in
gross income means that it is required to be included in gross income, whether or not the item
was actually included. The court held that the Feigh’s Medicaid waiver payment was not
included in their gross income, but it was legally includible in their gross income. Thus, the
Feighs were found to be eligible to claim the EITC.
Lack of Authority
Section 24(a) allows a credit to each qualifying child of the taxpayer for which a dependency
exemption is allowed under section 151. In this case, section 24(d) allows the Feighs a
refundable portion of the child tax credit based on their earned income as defined under
section 32. There is a credit allowed against the tax imposed on earned income, the EITC. It is a
tax credit for certain people who work and have earned income under $55,952. These tax
credits are granted by Congress. The question in the Feigh case was whether the IRS can deny
these credits and remove a statutory benefit through a notice. The court referred to
Commissioner v. Schleier 3 which held that “interpretive rulings do not have the force and effect
of regulations and they may not be used to overturn the plain language of a statute.” The court
also cited Deputy v. Du Pont, 4 that deductions and credits “depend upon legislative grace and
are allowed only to the extent authorized by statute.” The EITC and ACTC are allowed per
IRC § 131(c)(1).
Tesco Driveaway Co. v. Commissioner, T.C. Memo. 2001-294.
3
Commissioner v. Schleier, 515 U.S. 323 (1995).
4
Deputy v. Du Pont, 308 U.S. 488 (1940).
1
2
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legislative grace by Congress. Therefore, the IRS has no authority to deny the credits authorized
by statute; that is a power only Congress has. Thus, the court ruled that the IRS could not deny
the Feighs benefit of these credits via Notice 2014-7. In other words, the IRS could not “remove
a statutory benefit provided by Congress” through a notice or make its own assumption.
Conclusion
As a result, the Tax Court ruled that Medicaid waiver payments, even though excluded from
income by the IRS, are still earned income for purposes of claiming the EITC and ACTC. This is a
novel case about how to interpret a law and who has the power to interpret a law.
What’s Next?
Medicaid waiver payments have been required to be excluded from gross income since 2014.
The IRS updated 20 new Q&As to address confusion and concerns. However, the question
whether to include the Medicaid waiver payments in gross income is reserved in 2020 because
of the Feigh case. The main question right now is whether taxpayers can both exclude the
payments from income and claim a credit. In 2019 IRS VITA Publication 4012, Medicaid waiver
payments are still excluded from income but are not considered earned income for the EITC.
This is an interesting tax rule and taxpayers should follow how it might change in the future
either by, for example, the IRS changing Notice 2014-7 or Congress making a change.
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Taxation of Early Distributions from a 401(k) Retirement Plan
By: Liubov (Luba) Shilkova, MST Student
When are early 401(k) withdrawals subject to income tax and the additional 10 percent tax?
Let’s take a look at Soltani-Amadi v. Commissioner, 1 a case from the Tax Court.
This is an interesting and important case that explains the tax law on early distributions from a
401(k) retirement plan and how at least one exception to the early withdrawal additional tax
(Section 72(t) additional tax) applies.
In 2015 Lily Hilda Soltani-Amadi and Bahman Justin Amadi were residents of the State of New
York and under 55 years of age. When they decided to buy their first home, they came up short
on the money needed for a down payment. Ms. Soltani-Amadi worked for the State of New
York and participated in the 401(k) retirement plan established by the State. This plan was
considered both a qualified plan under Section 401(a) and exempt from income tax under
Section 501(a). She asked for and received $6,686 from the plan, which went toward
purchasing the house.
When the couple filed their joint tax return, they did not report the 401(k) distribution as a part
of their taxable income. The IRS issued a notice of deficiency based on including the distribution
from Ms. Soltani-Amadi’s 401(k) plan in income and assessing the 10 percent tax (penalty) on
the early withdrawal from this plan. The Amadis responded by filing a petition with the Tax
Court. Ms. Soltani-Amadi stated that a representative told her that she would not be subject to
the penalty because the distribution was for the purchase of first home.
Whether the distribution is includable in taxpayer’s gross income
Gross income means all income from whatever source derived, including compensation,
annuities, income from life insurance and endowment contracts, and pensions. 2
Section 402(a) provides that “any amount actually distributed to any distributee by any
employees’ trust described in Section 401(a) which is exempt from tax under Section 501(a)
shall be taxable to the distributee, in the taxable year of the distributee in which distributed,
under Section 72 (relating to annuities).” 3 As mentioned previously, Ms. Soltani-Amadi
participated in a 401(k) retirement plan that was both a qualified plan within the meaning of
Section 401(a) and was exempt from income tax under Section 501(a). That is why the
distribution of $6,686 was included in their taxable income. Also, the court explained that
according to Section 402 only trust (i.e., the entity) is exempt from income tax under Section
501(a), not the beneficiaries of the employees’ trust (i.e., the participating employees).

Soltani-Amadi, et vir. v. Commissioner, TC Summary Opinion 2019-19 (08/08/2019).
Section 61(a).
3
Section 402(a).
1
2
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Citing Weaver-Adams v. Commissioner, 4 the Tax Court referred to the general rule which
explains that distributions are taxable in the year received because contributions were made
with “pre-tax dollars”. In that case, Ms. Weaver-Adams was an alternate payee of the 401(k)
plan from her ex-husband’s employer under a Qualified Domestic Relations Order (QDRO) as
part of their divorce decree. She received a distribution from this plan, and she reported this as
nontaxable pension and annuity income. This led to a deficiency in her gross income and,
consequently, an income tax assessment. The court held that “a distribution from a qualified
retirement plan was taxable to the distributee as ordinary income if it was not rolled over into
an eligible retirement” 5 plan based on the fact that distributions are paid from pre-tax dollars
under Section 402(a) and Reg. 1.402(a)-(1)(a)(1) and (2).
Therefore, the Tax Court in the Amadi’s case held that the distribution from Ms. Soltani-Amadi’s
401(k) retirement plan was taxable and must be included in taxable income despite the fact
that the advice from the plan representative was wrong.
Whether the 10 percent additional tax should apply
According to Section 72(t)(1), in a case of early distribution from a qualified retirement plan
under Section 4974(c), an additional tax that equals 10 percent of the total distribution(s) shall
be applied. Section 4974(c) provides a definition of “qualified retirement plan” which includes
a plan described in Section 401(a) which is also exempt from tax under Section 501(a). 6 Thus,
Lily Hilda Soltani-Amadi participated in the 401(k) retirement plan which was a qualified
retirement plan under Section 4974(c) and was potentially subject to 10 percent additional tax
under Section 72(t).
However, Section 72(t)(2) provides certain exceptions to the general rule under Section
72(t)(1). Distributions from an individual retirement plan, which are qualified first-time
homebuyer distributions, are a part of the exception list. As mentioned above, Amadis decided
to make a distribution from the 401(k) retirement plan to purchase their first home, and they
considered this as the exception under Section 72(t)(2)(F).
The court indicated the main purpose of enacting Section 72(t) in 1974 by Congress was to
prevent early distributions by individual taxpayers from qualified retirement plans. The court
referred to the holding in Dwyer v. Commissioner 7 in which it held that Mr. Dwyer was liable
for the 10 percent additional tax on a premature distribution from the qualified plan in 1989,
pursuant to Section 72(t). In 1997 two exceptions were added by Congress by Public Law 10534: distributions for higher education expenses and distributions for first home purchases.
Section 72(t)(2)(F) provides that the 10 percent additional tax shall not apply to distributions
from certain individual retirement plans which are qualified first-time homebuyer

4

Gina B. Weaver-Adams v. Commissioner, TC Memo 2014-73 (04/28/2014).

5

Gina B. Weaver-Adams v. Commissioner, TC Memo 2014-73 (04/28/2014).

6

Section 4974(c).
Robert J. Dwyer, et ux. v. Commissioner, 106 T.C. 337, 340 (1996).

7
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distributions.8 However this Code Section does not provide any information about which plan is
considered an “individual retirement plan.” This definition can be found in Section 7701(a)(37)
that involves only an individual retirement account (IRA) and annuity described in Section
408(a) and 408(b)respectively. According to these definitions, the term “individual retirement
plan” can be applied only to individual retirement accounts and individual retirement annuities,
such as IRAs and not to other types of retirement plans, such as 401(k) retirement plans. The
distribution in this case was from the 401(k) retirement plan, which does not fall within the IRA
category. Thus, a 401(k) retirement plan is not considered an “individual retirement plan,” and
the exception from Section 72(t)(2) for first-time homebuyers cannot be applied. So, the
legislative history and analysis support the idea that the exception of 10 percent additional tax
for first-time home purchase applies only for an IRA distribution. This is why Amadis were liable
for 10 percent additional tax imposed by Section 72(t)(1).
Conclusion
This is an interesting case for taxpayers and tax professionals as it covers situations that deal
with receiving an early distribution from a 401(k) retirement plan. It helps to provide solutions
to such situations as whether these distributions are part of the taxable income and whether
these distributions are subject to additional tax in the case of early distribution. Also, this case
is a good example of the importance of tax advisers checking the text of the law in order to be
sure whether special rules and exceptions can be applied for every particular client or situation.

8

Section 72(t)(2)(F).
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Digital Taxation- A Virtual Reality
By: Rachana Khandelwal, MST
Digitalization has brought revolutionary changes in the way businesses operate. It has created
opportunities to reshape the existing business models through the use of technology, allowing
businesses to establish a virtual presence on a global platform. Corporate giants such as Google,
Apple, Facebook and Amazon (referred as GAFA) operate globally without the need for
significant physical resources. Their operations are essentially driven by intangibles, data, users,
user created content, sophisticated algorithms and data analytics. For example, consumers no
longer need to buy a DVD to watch a movie; they can digitally rent/buy the movie using digital
services.
The exponential growth in digital commerce has challenged the current international tax
framework, which is primarily based on the concept of a fixed place of business. These tax laws
have become unsuitable and inadequate for the dynamic business models of the digital era.
Under Article 7 of the Organization for Economic Co-operation and Development (OECD)
Model, a company conducting operations in a non-resident country is liable to tax only if it has
a permanent establishment (PE) in that country. 1 Further, a PE is defined as a fixed place of
business through which business operations are conducted wholly or partially. 2There are other
aspects to consider the taxing rights, however it largely means a right to tax the profits of a
corporation in a non-resident country is created only if it has a PE conducting business
operations.
Digitalization allows corporations to remotely participate in the economic activities of a country
such as online retailing, advertising, gathering data, interacting with users without having any
tangible assets in that country. The profits of such corporations go untaxed resulting in revenue
loss to the Exchequer.
The European Commission indicated in its March 2018 report that on an average digital
companies such as Google, Apple, Facebook, Amazon and Microsoft pay effective tax rate of
9.5% as compared to 23.2% paid by traditional businesses. 3. The tax paid by Alphabet Inc.
(Google) as a share of their revenues outside the EU is between 6% and 9%, whereas in the EU

1

OECD,Articles of the Model Convention with Respect to Taxes on Income and on Capital, November 2017
available at https://www.oecd.org/ctp/treaties/articles-model-tax-convention-2017.pdf.
2

Ibid. Article 5.

3

European Commission,Questions and Answers on a Fair and Efficient Tax System in the EU for the Digital
Single Market, 2018 available at https://ec.europa.eu/commission/presscorner/detail/en/MEMO_18_2141.
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this ratio is only 0.36% to 0.82%. 4 This is primarily due to the three distinct attributes of highly
digitalized business model identified by the OECD 5coupled with a clever tax planning structure.
Attributes of Highly Digitalized Business Models
i) Scale without Mass
Digitalization allows corporations to reach out to international customers across different
countries without establishing a physical presence in these countries. In addition, digital
corporations have spread their business operations across different taxable jurisdictions for
desirable tax benefits, thus reducing their overall effective tax liability and maximizing profits.
For example, a corporation involved in selling digital subscription services headquartered in the
Cayman Islands catering to customers in the UK, can have R&D operations in the United States
and a sales division in Luxembourg.
ii) Reliance on Intangible Assets
Intangible assets play a substantial role in a digitized business model. Sophisticated algorithms,
software, copyrights, brand, patents, trademarks are critical components. Intangibles are
mobile assets, which can be easily set-up in a low/no tax jurisdiction while providing services in
a high tax jurisdiction. Using remote technologies, businesses manage, control and use
intangibles located outside a tax jurisdiction. For example, a digital content streaming provider
having customers in Asia can have IP rights and servers located in Ireland.
iii) Data and User Participation
Users contribute content and data to digital companies in the form of surveys, search history,
sharing or liking a page on multi-sided digital platforms. Multisided platforms such as Facebook
offers free service/product to users in exchange for their personal information. This user-data
is collected and analyzed to improve, research or develop new products or services, thus
creating an economic value to the company. Furthermore, the data collected is monetized by
selling it for targeted online advertisements.
Broader Tax Challenges in Digital Economy

4

Paul Tang & Henri Bussink,PvdA Europa,EU Tax Revenue Loss from Google and Facebook, 2017

https://paultang.nl/wp-content/uploads/2018/03/EU-Tax-Revenue-Loss-from-Googleand-Facebook-2.pdf.
5

OECD, Tax Challenges Arising from Digitalization – Interim Report 2018,pp 51-57, available at
http://www.oecd.org/ctp/tax-challenges-arising-from-digitalisation-interim-report-9789264293083.
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The key challenges posed due to the above-mentioned attributes of digitalization are nexus and
value creation. 6
Nexus (Where to Tax?)
The current cross-border tax rules broadly indicate that a right to tax arises based on the
location of a business establishment. In the digital era, buying and selling of goods/services
takes place online through intermediating platforms, which requires little to no physical
presence in the country of operation. For example, a buyer from the US is able to buy a cell
phone case from Alibaba, an online marketplace established in China directing its delivery to
India.
The economic presence of digitalized business models has shifted the underlying principle of
taxation i.e from taxing the source country where the corporations are located to taxing the
destination country where the user resides.
Value Creation (What to Tax?)
Intangibles, digital infrastructure and technology allows businesses to access a wide range of
user data across the globe seamlessly. User participation in digitalized businesses such as social
media platforms is an important aspect of data collection and value creation. The data sourced
from users becomes a business input resulting into profits for the corporation. For example, a
business collects a wide range of information from the users in the UK through the search
engine it offers. This information is analyzed and sold to advertising companies, while the
advertising contracts are signed, and payments are made to its subsidiary located in a low-tax
jurisdiction such as Ireland. In this case, the value is created in the UK, however the profits are
taxed at a significantly lower rate in Ireland. In such cases, the tax jurisdiction of the data
collected through user participation is difficult to determine.7
Taxing the Digital Economy
The OECD’s Task Force on the Digital Economy (TFDE) analyzed the concerns and considered a
few options such as “alternatives to the existing permanent establishment (PE) threshold based
on a “significant economic presence”, the imposition of a new withholding tax on certain types
of digital transactions, and the introduction of a separate “equalisation levy”. 8
6

European Commission, A Fair and Efficient Tax System in the European Union for the Digital Single Market,
2017 available at
https://ec.europa.eu/taxation_customs/sites/taxation/files/communication_taxation_digital_single_market_en.pd
f.
7

Ibid.

8

OECD,Tax Challenges Arising from Digitalisation– Interim Report 2018, available at https://www.oecdilibrary.org/docserver/9789264293083en.pdf?expires=1576022433&id=id&accname=guest&checksum=7CC657D807D4870DEF42947C22AD6FE8.
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Significant Economic Presence intends to establish a nexus wherein corporations have digital
taxable presence remotely through network, data, user participation and online commercial
activities. At the EU level, significant digital presence is determined using quantitative
thresholds such as annual revenue, number of users and business contracts signed for digital
services.
Withholding Tax is a tax at source for payments on digital products and services, where the
services are provided. This is being done by broadening the definition of passive income such as
royalties, fees for technical services by including payment for certain digital products and
services.
Equalization Levy is a tax on gross value of payments made for digital services. It is calculated
based on the revenue of a corporation than its profits. It aims at the destination of supply of
digital products/services. This levy is applicable to both residents and non-residents suppliers,
thus creating a level playing field in the economy.
European Union (EU)- Digital Services Tax (DST)
The EU proposed a digital services tax of 3% on certain taxable services provided by
multinational corporations. Taxable Services includes i) digital advertising targeted at users, ii)
Multi-sided digital interfaces to users referred to as “intermediation services”, which allows
users to find other users and interact with them and the transmission of data collected about
users and generated from such users’ activities on digital interfaces.9
The interim proposal states that DST would only apply to companies with total annual
worldwide revenues of more than €750 million and EU revenues of more than €50 million.
Unilateral Measures
While the EU, the OECD & the G20 countries are working on a multilateral solution for digital
taxation, some countries have taken unilateral steps to tax the digital economy. Countries
which have implemented/announced the digital services tax include 10-

9

European Commission, Proposal for a Council Directive on the common system of a digital services tax on
revenues resulting from the provision of certain digital services, March 2018 available at
https://ec.europa.eu/taxation_customs/sites/taxation/files/proposal_common_system_digital_services_tax_2
1032018_en.pdf.
10

Elka Asen,Tax Foundation,Announced, Proposed, and Implemented Digital Services Taxes in
Europe,October 2019 available at https://taxfoundation.org/digital-taxes-europe-2019/.
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Country

Tax

Tax %

Scope

Austria*

Online Advertisement Tax

5%

Online Advertisement.

France*

GAFA Tax (named after
Google,Apple Facebook &
Amazon)

2%

Digital interface services and
targeted advertising services.

Hungary*

Advertisement Tax

7.5%

Advertisement Revenue.

India

Equalization Levy

6%

Withholding tax on payments for
online advertising. 11

Italy*

Web Tax

3%

Digital interface of advertising
targeted at users, transmission of
user generated data, Multi sided
business model allowing exchange
of goods or services.

(with effect
from January
2020)

(with effect
from January
2020)

*EU Countries
Conclusion
Governments and organizations such as the OECD and the European Union are striving hard to
achieve a symmetry between the revenue generated and taxes paid by making necessary
changes to the existing international tax laws, and by closing tax loopholes. The expansion of
the digital economy has allowed corporates to explore global tax systems, thus creating a
11

Tax Insights from International Tax Services, PWC, India introduces new equalization levy on online
advertising revenue, June 2016 available at
https://www.pwc.com/us/en/services/tax/library/insights/india-introduces-new-equalization-levy-ononline-advertising-rev.html.
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mismatch between revenue and the actual taxes paid. The unilateral measures adopted by
countries to establish a fair and square tax system by targeting highly profitable digital
companies have certain advantages such as neutrality and competitiveness. However, it also
raises compliance issues, possibility of tax avoidance and inefficiencies. This is particularly true
in the case of the equalization levy. In case of taxes based on turnover such as levied by France,
the threshold of revenue is high, which is at the center of political debate and is believed to be
specifically targeted towards the US corporate giants such as GAFA. 12
Another debatable issue is the value creation aspect of digital economy. The OECD and the US
have taken the position that user-created value is not just exclusive to digital companies.
Traditional corporations such as healthcare industry also depend on user-generated inputs to
develop products. However, the EU thinks otherwise and wants to exercise taxing rights based
on the value derived from the users in the EU. 13 The OECD and the G20 countries are
attempting to reach a consensus based holistic solution by the year 2020. This is an exciting
time for the world of taxation as digital economy evolves and reforms the existing international
tax code.

12

Office of the United States Trade Representative, Report on France’s Digital Services Tax Prepared in the
Investigation under Section 301 of the Trade Act of 1974, December 2019, available at
https://ustr.gov/sites/default/files/Report_On_France%27s_Digital_Services_Tax.pdf.
13

European Commission, A Fair and Efficient Tax System in the European Union for the Digital Single Market,
2017 available at
https://ec.europa.eu/taxation_customs/sites/taxation/files/communication_taxation_digital_single_market_en.pd
f.
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“Still Keeping to the BEAT”
By: Hanna Shatanionak, CPA, MST student
The 35th Annual TEI-SJSU High Tech Tax Institute took place on November 4 to 5, 2019 in Palo
Alto, CA. This conference featured panels with representatives from government, industry, and
academia. The speakers discussed the latest U.S. and international tax developments and
issues. The panel, “Still Keeping to the BEAT” addressed the issues related to the interpretation
of the new Tax Cuts and Jobs Act (TCJA) guidance, new planning considerations, and cautions to
exercise for tax success. From the government, the panel was represented by Elena Virgadamo,
Senior Advisor, Assistant Deputy Commissioner, International, IRS, and Peter Merkel, Branch
Chief, Office of the Associate Chief Counsel (Int’l) Branch 5, IRS. The tax practitioners on the
panel were Taylor Reid, Partner at Baker & McKenzie, Gabe Gartner, Principal, National Tax
Services - Mergers & Acquisitions at PwC, and David Forst, Partner and Tax Group Chair at
Fenwick & West LLP. The IRS representatives shared with the audience the work progress on
the new regulations in order to provide guidance on the new rules. The tax advisors shared
their client service experience with the BEAT implementation and suggested solutions that tax
practitioners should consider for the different types of businesses and entity structures.
The panel started with an overview of the key BEAT concepts and then discussed the proposed
BEAT regulations and presented structure examples for outbound and inbound context that
highlighted some of the issues with the BEAT. At the time of the presentation only the
proposed regulations were available; the final regulations were under review. On December 21,
2018, the Treasury Department and the IRS published proposed regulations (REG-104259-18)
under section 59A, and proposed amendments to 26 CFR part 1 under sections 383, 1502,
6038A, and 6655 in the Federal Register (83 FR 65956). On December 6, 2019, the Treasury
Department and the IRS published final regulations under sections 59A, 383, 1502, 6038A, and
6655.1
Code Section 59A imposes the base erosion and anti-abuse tax (BEAT) as an excess of 10% (5%
for 2018, 12.5% after 2025) of the modified taxable income over the regular tax liability net of
allowable credits. The modified taxable income is the regular taxable income before any
benefits or deductions related to base erosion payments made by the applicable taxpayer. The
panel discussed five key BEAT concepts during the overview section of the presentation:
● Applicable taxpayers
● Base erosion percentage
● Base erosion tax benefit
● Base erosion payment
1

TD 9885 (12/12/19), Tax on base erosion payments of taxpayers with substantial gross receipts., IRC Sec. 59A.
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● Base erosion minimum tax
Applicable Taxpayer and Base Erosion Percentage
Gabe Gartner introduced “applicable taxpayers” and “base erosion percentage” concepts. In general,
taxpayers must meet three requirements when ascertaining whether they are subject to the BEAT.
First, applicable taxpayers must be U.S. corporations other than regulated investment companies
(RICs), real estate investment trusts (REITs), or S corporations. Foreign corporations with an effectively
connected income can be subject to the BEAT. Second, average annual gross receipts of applicable
taxpayers must be at least $500 million in the preceding three taxable years. Third, a base erosion
percentage, which represents the fraction of base erosion tax benefits over total applicable deductions
and other benefits net of exclusions, must be 3% or higher. Mr. Gartner noted that taxpayers usually
experience an issue with the 3% threshold requirement. The calculation is complicated and timeconsuming. The challenge is to manage the base erosion percentage below the threshold on an annual
basis. Only a small number of corporations have the base erosion percentage on a border line, when
it’s close to the 3% threshold. The majority of large corporations have a lower base erosion percentage
than the threshold. For companies with the base erosion percentage much higher than the threshold,
Mr. Gartner suggested to look at other sections to see if qualified exclusions may apply.
Base Erosion Tax Benefit
Taylor Reid continued the overview of the BEAT and introduced the next key concept, a base
erosion tax benefit. This is a deduction allowed for an amount paid or accrued by a corporation
to a foreign person that is a related party. Elena Virgadamo highlighted the importance of the
related party element and mentioned that the IRS will be looking closely into whether the
scope of the foreign related party was properly determined. Mr. Reid also noted that the
applicable taxpayer aggregation rule can trigger the BEAT. For example, when two U.S.
consolidated groups with annual gross receipts less than $500 million on a separate basis have
a common foreign ownership, they must combine their annual gross receipts for the $500
million test. As a result, they can find themselves in the BEAT.
Base Erosion Payments
Mr. Reid described four categories of base erosion payment transactions. A base erosion
payment is an amount paid or accrued by a taxpayer to a foreign related party. It includes any
type of payment that can generate base erosion tax benefits, including a deductible payment
and a payment to acquire depreciable or amortizable property. Another two base erosion
payment transactions are consideration for reinsurance and a payment to surrogate foreign
corporations (SFCs) or to a related foreign person that reduces the gross receipts of the
taxpayer. Per the special rule, a foreign related party concept applies only to the corporation
that first became a surrogate foreign corporation after November 9, 2017. Mr. Reid mentioned
an interpretation issues related to the BEAT. Base erosion payments are payments to a foreign
related party for which a deduction is allowable, but base erosion tax benefit is a deduction
that is allowed. The taxpayer may consider opting out of the deduction to solve the 3%
threshold issue.
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Mr. Reid and Mr. Forst also discussed the issue related to property acquisition that can be
overlooked by a taxpayer. The taxpayer is taking a deduction in the form of depreciation or
amortization with respect to a property that was acquired through a payment to a foreign
related person. For the purpose of calculation base erosion tax benefits, the taxpayer must
include not only the step up portion, but the entire amount of depreciation related to the
property. The same applies to an IP acquisition when amortization can create a BEAT issue.
Base Erosion Payment Exceptions
Mr. Forst discussed base erosion payment exceptions and related issues. Payments that reduce
gross income, including COGS, are not considered as base erosion payments (except to a SFC).
Mr. Forst suggested, that increase of COGS in the structure can be a helpful strategy to reduce
BEAT exposure. Another exception is a payment at cost for low-margin services, when it is
qualified for the services cost method. Only a mark-up is a base erosion payment, but cost
portion is an exception. Two other exceptions are payments for qualified derivative contracts
and payments subject to withholding tax at full statutory rate.
Base Erosion Minimum Tax
1. The BEAT tax equals the excess of modified taxable income at the BEAT tax rate, over
regular tax liability, reduced (but not below zero) by an excess of credits allowed over the
sum of R&D credits and limited §38 credits.
2. Modified taxable income equals regular taxable income without regard to (1) any base
erosion tax benefits and (2) a base erosion percentage of net operating loss deduction
under §172.
Mr. Reid highlighted that usually the gap between modified and regular taxable income is large
enough to turn off the BEAT, as it takes a lot of deductions to trigger base erosion minimum tax.
At the same time he highlighted three significant risk factors that taxpayers must consider. The
first factor is the dicey combination of a large amount of add back deductions and a thin taxable
income. Mr. Forst also noted that a company with a low margin has a higher chance to have the
BEAT than a profitable company. A lower regular taxable income increases the risk for the BEAT
due to lower regular tax liability. The economic slowdown can also increase the chance for the
BEAT due to the decrease in the company's profitability. The second factor is a significant
amount of credits that sheltering an income from regular income tax liability. The third factor is
a large NOL carryforward that leads to a very low tax liability. In such cases 3% threshold for
base erosion percentage becomes a significantly important indicator.
In the conclusion of the overview Mr. Forst emphasized that the BEAT liability may arise in any
year, even if taxpayers were not subject to the BEAT in the past. The speakers stated several
times that monitoring the BEAT must be an ongoing annual process for affected taxpayers. The
BEAT is a complicated issue. It requires detailed calculation and constant examination of
potential risk factors during tax planning. It will be helpful for taxpayers to include the BEAT
model calculation as part of the quarterly tax provision routine, even if the bottom-line result is
zero at that time. This will help to stay on top of any changes and will protect from an
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unexpected tax liability. As emphasized by the panelists, “even a small amount of base erosion
tax benefits can throw the taxpayer into the BEAT”.

58
https://scholarworks.sjsu.edu/sjsumstjournal/vol9/iss1/1

58

et al.: The Contemporary Tax Journal Volume 9, No. 1 – Winter 2020

Transfer Pricing
By: Xiaoyue (Tina) Tan, MST student
Transfer pricing issues have become more complicated for multinational corporations from a
tax compliance perspective in the digital economy. Facebook, Amazon, Coca-Cola, and other
multinationals have litigation because of transfer-pricing disputes. However, the impact of
transfer pricing could also apply to any company which is looking to expand overseas. A panel
of seven experts from the international tax field presented at the High Tech Tax Institute held
on November 4 and 5, 2019 in Palo Alto. The panelists were Sharon Heck from Intel Corp,
Daniela Ielceanu from PwC, Eli Hoory from the IRS, John Hinman from the IRS, Margaret Critzer
from Alvarez & Marsal Tax and LLC, Matt Kramer from Grant Thornton, and Vasudha
Rangaprasad from Deloitte.
The panel analyzed development, enhancement, maintenance, protection, and exploitation
(DEMPE) of intangibles, the functional cost diagnostic (FCD) model, and digital taxes with
proposed profit-allocation.
What is Transfer Pricing?
A transfer price is the price charged between related parties in an intercompany transaction.
Transfer-pricing policies can directly affect a company’s after-tax income to the extent that tax
rates differ among countries.
Section 482 gives the IRS authority to adjust taxable income between two related parties to
accurately reflect the income earned by each party. 1 As detailed in Regs. Sec. 1.482-1(b), the
transfer prices between related parties must meet the arm’s-length standard that the income
from related taxpayers is consistent with the income from unrelated taxpayers in a comparable
transaction under comparable circumstances.2 Not only does this standard apply to the transfer
of tangible goods, but also to intangibles. Determining a company’s transfer prices requires
identifying where value is created in an organization and transferred across group members.
Typically, value can be characterized and the comparability of a transaction with one between
unrelated parties can be determined by factors including the assets used, the risks assumed,
and the functions performed by each group member in an intercompany transaction.
Development, Enhancement, Maintenance, Protection and Exploitation (DEMPE)
DEMPE is designed to analyze important functions, assets used, risk assumption and control
related to the intangibles within multinational corporations in the development, enhancement,
maintenance, protection and exploitation of intangibles. Ms. Ielceanu emphasized that DEMPE
is necessary, but it is not sufficient in the digital economy. She referred to Director of OECD,
Pascal Saint-Amans’s words, “DEMPE is nice, [..] it may be killing zero tax jurisdictions, cash
boxes, and so, but does not do much of a job.” She thought that DEMPE is all about exercising
1
2

IRC Sec. 482, Allocation of income and deductions among taxpayers
Regs. Sec. 1.482-1(b)
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control and assuming and managing risk. She pointed out the important functions from the
OECD Guidelines for any intangibles, such as “design and control of research and marketing
programmes, control over strategic decision regarding intangible development programmes,
and ongoing quality control over delegated functions that may have a material effect on the
value of intangible.”
Ms. Ielceanu explained six steps of DEMPE analysis to show how it requires functional and risk
analysis. Step 1 to step 3 are analysis of facts and circumstances, step 4 to step 5 are analysis of
deviation, and step 6 is potential adjustment. Step 3 is one of the most critical steps is
functional analysis. In step 3, the conduct of each party needs to be analyzed. Taxpayers need
to figure out the party who performs functions, uses assets, and manages risks related to
DEMPE of IP, and the party who performs control over economically significant risks.
On October 9, 2019, the OECD issued the Unified Approach to attempt to fit in the digital
economy. The proposal outlines new methods for allocating taxable profit. There are three
separate categories of taxable profits that could be used to provide new taxing authority or
create a baseline for taxing certain activities:
Amount A: formulaic allocation of a portion of global profit above a baseline, based on location
of sales.
Amount B: fixed return for some routine activities (marketing and distribution).
Amount C: additional return for functions exceeding baseline determination under Amount B in
line with existing TP rules (+ dispute resolution with respect to Amount A).
Ms. Ielceanu emphasized that DEMPE analysis still matters with these reallocations. The
complexity behind the proposal will create a host of new issues that will impact companies’
decisions in the digital economy.
APMA’s Functional Cost Diagnostic Workbook
On February 26, 2019, the IRS Advance Pricing and Mutual Agreement (APMA) program issued
a Functional Cost Diagnostic model. The Functional Cost Diagnostic model (the ‘FCD’) requires
the taxpayer to provide financial information for cases where the taxpayer’s proposed covered
transactions, in light of the taxpayer’s business operations, suggest that “material nonbenchmarkable contributions” are being made by two or more related parties. Ms. Critzer
explained that the model is a tool for taxpayers to use in certain Advance Pricing Agreement
(APA) situations to identify, organize, and analyze certain cost assumptions with U.S. and nonU.S. entities. The workbook helps taxpayers walk through APAs situation step by step:
• Identify, organize, and analyze “functional” costs,
• Analyze the economic contributions associated with functional costs,
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• Identify functional costs associated to “routine” functions and that the economic value of
such contributions is measurable by reference to third- party benchmarks,
• Identify functional costs that may have an economic value but are not benchmarkable and
last beyond a single accounting period.
Ms. Critzer mentioned that the workbook will be requested on a case-by-case basis. There is no
blanket requirement for all the APA requests. The FCD has a “pro-forma” profit split built into it,
but APMA’s view on whether the profit split method is the “most appropriate” method in the
taxpayer’s case will be based upon a full analysis of the taxpayer’s request in light of the OECD
Guidelines. IRS has stated publicly that the model will be change in next two years. The
workbook may be requested by APMA in either “inbound” (foreign-parent) or “outbound”
(U.S.-parent) cases. Taxpayers need to take careful consideration of the costs incurred,
documentation of intercompany transactions, and re-evaluating the transfer pricing policy.
Digital Taxation
Mr. Kramer noted that digital taxes are intended to address a potential mismatch between
where profits are taxed under traditional tax principles and how and where digital activities
create value. Certain elements are unique to digital business models. First, highly digitalized
businesses can be heavily involved in the economic life of a jurisdiction without any, or any
significant, physical presence. Second, such businesses are also highly reliant on intellectual
property, which is mobile. Third, a high level of value comes from data, user participation,
network effects, and the provision of user-generated content. In the absence of a global
consensus, many countries have unilaterally implemented taxes that target the digital
economy.
Mr. Kramer highlighted that the current unified approach raises lots of questions. The OECD
concedes that the allocation rules “go beyond” the arm's length principle and depart from the
separate entity approach. The arm's length principle is becoming an increasing source of
complexity. Simplification is desirable to contain increasing administration and compliance
costs of trying to apply it. However, the unified approach needs to address several issues that
deviate from the arm's length principle, such as where profits will come from, and potential
double taxation attributable to fixed returns. Mr. Kramer posited that the formulaic approach
will require significant inter-governmental coordination to achieve global consensus and avoid
double taxation. Existing treaties relieving double taxation apply to MNEs on an individual
entity and individual-country basis. Differences in formulas between countries could create
additional disputes involving multiple countries. New arbitration procedures could be
necessary. Also, it is possible that the approaches set out in Pillar 1 do not remain confined to
digital service transactions.
In conclusion, the speakers highlighted increased compliance burden given the additional
complexity of the new formulaic Amount A and its interaction with Amounts B and C. If not
uniformly applied, it could lead to additional disputes and double taxation risks. The Unified
Approach is far from simple. Therefore, companies will want to analyze the potential impact on
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their business models and engage with the work of the OECD and policymakers at both national
and multilateral levels as to the business implications of these proposals.
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U.S. International Tax Issues and Developments Summary
By: Liubov (Luba) Shilkova, MST Student
The 35th TEI-SJSU High Tech Tax Institute began with U.S. International Tax Issues and
Developments, presented by Jim Fuller, Partner at Fenwick & West LLP. The presentation was
engaging and covered a tremendous number of important developments in international
taxation.
This summary covers some of the points made regarding Prop. Reg. 1.1446(f) relating to the Tax
Cuts and Jobs Act (TCJA) of 2017. They deal with withholding tax in the case of disposition of an
interest in a partnership engaged in a U.S. trade or business.
Exceptions to withholding
Mr. Fuller briefly discussed exceptions to withholding that are included in the proposed
regulations. There are six exceptions under Prop. Reg. 1.1446(f)-2(b) that allow a transferee to
discharge its obligation to withhold tax under Section 1446(f)(1). In general, these exceptions
deal with certain reliable and correct certifications or books that were received from the
transferor’s side.
a) Certification of non-foreign status by transferor
Prop. Reg. 1.1446(f)- 2(b)(2) clarifies specific requirements to be considered for the certification
of non-foreign status. Also, it provides that a valid Form W-9, Request for Taxpayer
Identification Number and Certification, meets the requirements for this purpose under the
proposed regulation, including the Form W-9 for the transferor that is already in the
transferee’s possession.
b) No realized gain by transferor
In general, this exception states that if the transferor can provide a certificate stating that no
gain (including Section 751 ordinary income) was realized during the transfer of the partnership
interest, the transferee (other than a partnership’s distributions) may rely on this certification.
A similar rule applies to partnership distributions. According to the Prop. Reg. 1.1446(f)2(b)(3)(ii), in order to determine whether there is a realized gain or not as a result of the
transaction, a partnership is allowed to rely on its books and records or on a certification
provided by the transferor.
c) Less than 10 percent effectively connected gain
In general, no withholding is required in the case of receiving the certification by the transferee
from the transferor. This certification must clarify that the amount of net effectively connected
gain resulting from the deemed sale of all of the partnership’s assets at fair market value as of
the determination date would be less than 10% of the total net gain or there is no gain. This
reduces the threshold from 25% to 10%.
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The same rule applies to partnerships that are transferees because they make a distribution.
Under Prop. Reg. 1.1446(f)-2(b)(4)(ii) they are permitted to rely on its books and records stating
the same requirements as apply for the certification.
d) Certification on effectively connected taxable income (ECTI)
In general, no withholding is required in the case of receiving certification by the transferee
(other than a partnership that is a transferee by reason of making a distribution) from a
transferor disclosing the following facts:
•

the transferor has been a partner for at least three years

•

its share of ECI for each of those years was less than 10% of its total distributive share
and less than $1,000,000

•

transferor must have filed income tax returns and paid taxes for all three years in the
test.

Also, this exception states that the foreign transferor is required to receive Form 8805 from the
partnership in each of the years it was a partner, unless its share of ECI in that year was zero
due to ECI loss or deductions. 1
The proposed regulations state that in the absence of net distributive transferor’s share of
income allocated to any testable year, this transferor is not allowed to provide the certification
for purposes of this exception.
The same rules apply for a distributing partnership. If this partnership is a transferee, it can rely
on its books and records to meet the requirements described above.
e) Certification of nonrecognition by transferor
The transferor can provide a certificate stating that the transfer under consideration is subject
to a nonrecognition provision of the Code. Prop. Reg. 1.1446(f)-2(b)(6) provides requirements
for such certification. It must include the transfer description and the relevant laws and facts
that deal with the nonrecognition provision.
There can be a withholding adjustment if only a portion of the gain realized on the transfer is
related to a nonrecognition provision.
f) Treaty exemption
The transferor can provide a certificate that states that it is exempt from taxes by reason of an
income tax treaty. This exception provides that the certification must include a valid Form W8BEN, Certificate of Foreign Status of Beneficial Owner for United States Tax Withholding and
1

Prop. Reg. 1.1446(f)-2(b)(5)(iii).
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Reporting (Individuals), or W-8BEN-E, Certificate of Status of Beneficial Owner for United States
Tax Withholding and Reporting (Entities) containing the information necessary to support the
claim for treaty benefits. 2 Also, it is a transferee’s obligation to send a copy of the certification
to the IRS by the 30th day after the date of the transfer.
Under Prop. Reg. 1.1446(f)- 2(b)(7)(i) this certification does not apply for situations when treaty
benefits are subject to only a portion of the gain from the transfer.
Liability of agents is one of the most interesting new rules under proposed Prop. Reg. 1.1446(f)5(b). This liability is imposed if an agent of a transferor or transferee is aware that the
certification given to the transferor is false. In this case, under proposed regulations, an agent ‘s
obligation is to notify the transferee (or other person required to withhold) about this fact. As a
result, in a case of receiving such notice, the certification is unreliable for applying for
withholding exemptions or determining the withhold amount. Also, as a part of procedural
requirements, an agent must send a copy of such notice with a cover letter to the IRS. In a case
of not providing this notice, there is an agent’s liability for the tax that the person (that should
have received the notice) would have been required to withhold under Section 1446(f).
However, under Prop. Reg. 1.1446(f)-5(b)(4), the compensation amount that the agent derives
from the transaction limits the agent’s liability. In addition, civil and criminal penalties may
apply to an agent who fails to disclose false certification.
Mr. Fuller also talked briefly about brokers for purposes of this Regulation. They are not
considered as agents if they are required to withhold under Prop. Reg. 1.1446(f)-4.
At the end of his presentation, Mr. Fuller noted that some of the proposed regulations met
much criticism. Overall, this presentation identified key U.S. international tax updates. It is
important for tax practitioners to be aware of proposed regulations and international rules to
provide clients with professional advice and help them build appropriate tax strategies.

2

Prop. Reg. 1.1446(f)- 2(b)(7)(i).
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Tax Maven
The Contemporary Tax Journal's Interview with Mr. Steven K. Shee
By: Xiaoyue (Tina) Tan, MST Student
Steve is the Vice President of Tax for Applied Materials, Inc. He rose to the level of Tax Manager
at Deloitte after completing his bachelor’s degree in International Finance from the University
of Southern California. After that, he worked at Hewlett-Packard for ten years. In 2009, he was
appointed by SanDisk as the Head of Tax where he worked for nine years. When SanDisk was
acquired, he decided to take a break from tax for two years. During the break, he taught at
Foothill College and San Jose City College to share his valuable experience with young people.
Steve advises: “Think what you want first, then take the right steps to get them.”
Not only did Mr. Shee have such amazing achievement in the tax field, but he also has helped
others. He has been helping the people who work for him succeed and is sincerely happy to see
them advance. In this interview, Mr. Shee shared his views on taxation as a professional and
offers advice for students preparing for a career in tax.
Following are Mr. Shee’s answers from an interview conducted at his office on October 31,
2019.
What is the day to day life like for the Vice President of Tax in a global company?
Well, today, I got up at 7 am. I needed to run an errand, so I got into the office a little later than
I normally do, a little after 9 am. Typically I get into the office between 8:15 to 8:45 am. Then I
needed to catch up on emails with various subjects. Some emails are HR related, and the others
are professional matters. For example, we have a Singapore audit currently, so we had some
discussion about how the audit was going. As you can imagine, Applied Materials is a global
company and lots of emails come through overnight from Europe and Asia when I’m sleeping.
For example, we successfully concluded a tax audit in Asia and I congratulated the tax manager
on a job well done.
Next, I had a meeting from 11 am to noon with employees to talk about an acquisition that we
have been working on. Then I had lunch with an associate in tax. She wanted some career
advice from me. Now I am with you. After this, I started a “Thursday Break” where all of us stop
working. We take a half hour coffee break as a team. There is only one rule and that there is no
talking about work. We talk about life, how to spend the weekend or Halloween. And then we
will go back to work except today, I’ll go home early for Halloween. So that is my day today.
What does that mean? I spent three hours of my short six-hour day today on networking and
relationship building. This is unusual. The routine day is that I come to work and always read
30+ emails. I will normally have two or three meetings. I conduct tax research and occasionally
listen to a professional webcast to educate myself.
How did you get involved in the tax field? Was that your plan when you were in college?
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Yes, my personality is that I always plan. I am not a very spontaneous person. Ten years ago, I
knew exactly what I wanted, where my house would be, what cars I wanted to drive, and what
school I wanted my boys to attend. I am a very deliberate person. When I chose the field of
taxation, I was naïve and young. I liked both of the tax classes and instructors I had in college. I
admired and looked up to them. They were full-time tax professionals just like me today, and
taught part time. I thought that was a pretty good lifestyle. They drove nice cars, they were
very polished, and they made a good living. It seemed like a very interesting area. The tax field
is a combination of critical thinking and quantitative skills. I have the personality where I want
to do many things instead of one thing. So that is why I picked the tax field. Thankfully I had a
very good mentor from day one – my boss. I feel very fortunate to have pursued a career in tax.
What stands out as one or two of your most significant accomplishments in your career?
Years ago, most people thought of the Hewlett-Packard tax department as one of the best tax
departments in the world. In fact, back then Mark Hurd was the CEO, sadly Mark passed away
last week. He went on to become the CEO of Oracle Corporation. One time, my boss and I were
in Mark’s office and he commented that Hewlett-Packard had the best tax function in the
world. That came from the HP CEO. Well, that meant a lot to me. I was very proud to be a part
of that team. I was at HP for ten years. And then I joined SanDisk as the Head of Tax for nine
years. Then SanDisk was acquired, and I decided to take a break from tax. I stopped doing tax
for two years. So, the day I left, I called a bunch of people to say goodbye. One of the people I
called was a tax lawyer of a very big firm I worked with. There was no reason for her to say
anything but she said, “it is too bad, Steve, that you are leaving tax.” Because SanDisk, in her
opinion, had the best small tax department in Silicon Valley. That meant a lot to me. Those are
the two biggest accomplishments. It is not just me, but it is about the team. I could not have
done it alone, and I did not do it alone. I’ve had very good people working with me. My goal is
that I want Applied Materials to be thought of as having the best mid-size tax department in
the world. That is one thing I have not quite accomplished yet. I have done the large, the small,
and I have started to do the mid-size.
What do you think is the biggest challenge facing tax professionals today?
Balancing interests. I think of taxable profit as a pizza. Each country wants a slice, but there is
not enough pizza to go around. Everyone wants the biggest slice. The pizza is just so big. There
are so many ways it can be sliced. I cannot create more slices than I have. That is the challenge.
So, you will hear about things like BEPS and BEPS 2.0. You will hear about things like base
erosion and transfer pricing. It is very simple as I explain it to a non-tax audience and companies
who do not need to understand what BEPS or transfer pricing is. I give them the pizza analogy.
Every country wants the big slice, there is not enough pizza to go around. How do you balance
your profit so each country can be happy? That is probably the biggest challenge from an
external point of view. From an internal point of view, the difference between my job and that
of a partner of a Big 4 accounting firm or law firm is balancing interests within the company.
Applied Materials is not doing tax for a living. We provide cutting edge technology to our clients
to change the world. That is what we do. We are not in business for saving taxes. However, tax
is a very large expense. Revenue is important, gross margin is important, COGS is important,
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operating expenses is important, cash is important, inventory is important, and making sure
employees are motivated is important. How do we balance all of this? How do we keep
customers happy, keep our cash coming in, save taxes, and be more price efficient to attract
and keep customers? We need to balance all of these interests. Externally, how do you slice the
profit pizza. Internally, how do you balance all the company interests.
What advice do you have for students preparing for a career in tax?
Close your eyes, visualize this is your retirement party. You are 65 years old. You have met all
your friends, colleagues, and families. Everyone congratulates you on your retirement. You start
to reflect on your life. How do you look back on your career? Why do you feel so lucky to have
had a dream career? Is it money, power, ability to change the world, or ability to see the world?
The answer should drive what you want to do in your career. Likely, 99% of people on this
planet do not plan their career ahead of time. Why do you want this job? You need to figure out
what you want first in life, eventually, take the right steps to get there. That is my advice.
What is your favorite aspect of your work?
The gratification in seeing people who work for me succeed. When I retire from Applied
Materials, I want to see three to five people that work for me be the Head of Tax for other
companies. I hate to lose them, but I will take great pride in them doing well. I will be like a
parent. Lots of my colleagues make fun of me that I see them as kids. I have many people who
worked for me who are doing very well right now. I think that gives me the most satisfaction.
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Fun Tax Facts
By: Rachana Khandelwal, MST
The Tax Collector’s Dog
It’s a universal fact that no one likes the tax man. In order to protect himself from the hostility
of the people, Karl Louis Dobermann, 1 a tax collector in Germany came up with an idea to
breed an aggressive guard dog with bare teeth who would assist him in his tax collection duty.
Thus, the breed Doberman Pinscher a.k.a “The Tax Collector’s Dog” was born.
Donald Duck Convinces People to Pay Tax
In 1941, the U.S. Treasury Department contracted Disney to make a short film. The film was
released in 1942 called The New Spirit.
In the film, a radio bulletin reminds Donald Duck of his duty as a citizen and encourages him to
pay his taxes to support the war effort. The film was a huge success and was viewed by 32
million Americans. A Gallup poll found that this film positively influenced 37% of the polled
population, leading to their tax contributions. 2 In 1943, Disney made another short film named
The Spirit of ’43 to encourage people to set aside money to pay taxes. 3
The Netherlands Frontage Tax
Older Dutch houses built alongside the canal are extremely narrow owing to the tax based on
the width of their frontage. In the 17th
century, frontage tax was assessed
based on the width of the street
facing side. In order to minimize
paying the tax liability, people
constructed tall, deep and narrow
houses.4
Ernest McGray, Jr. [CC BY-SA 2.0 (https://creativecommons.org/licenses/by-sa/2.0)]

1

Doberman Pinscher, American Kennel Club; available at https://www.akc.org/dog-breeds/doberman-pinscher/.

2

Winters, Jordan M., "Send in the Mouse: How American Politicians Used Walt Disney Productions to Safeguard the
American Home Front in WWII" (2014), History Undergraduate Theses. 12 available at
https://digitalcommons.tacoma.uw.edu/history_theses/12.

3

Walt Disney Productions, 8thManDVD.com Cartoon Channel available at
https://www.youtube.com/watch?v=XNMrMFuk-bo.

4

Meredith R. Conway, “And You May Ask Yourself, What Is That Beautiful House: How Tax Laws Distort Behavior
Through the Lens of Architecture,” Columbia Journal of Tax Law (2019).
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Time Moves Differently Among Countries in the World of Tax
According to a World Bank 2019 report,5 it takes 1,501 hours in Brazil to prepare and pay taxes
making it the most time-consuming country for tax compliance. In comparison, it takes only
22.5 hours in Bahrain and 175 hours in the United States. The below table highlights the ranking
of a few countries out of 201 countries.
Country
Bahrain
Ireland
Japan
USA
Germany
Brazil

No. of Hours
22.5
81.5
128.5
175
218
1501

Ranking

1
18
41
84
119
201

Note: Time to prepare and pay taxes is the time in hours per year it takes to prepare, file, and
pay (or withhold) three major types of taxes: corporate income tax, value added or sales tax,
and labor taxes, including payroll taxes and social security contributions.

Time to prepare and pay taxes (hours), Data Bank, World Development Indicators, The World Bank report is
available at https://databank.worldbank.org/reports.aspx?source=2&series=IC.TAX.DURS&country=.

5
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CPA Review Questions
The following REG questions are a sample of those released to the general public by the AICPA
in 2019. They are included here with permission of the AICPA.
1.
In the current year, Vinton exchanged unimproved land for an apartment building. The
land had a basis of $300,000, and a fair market value (FMV), of $420,000, and was encumbered
by a $100,000 mortgage. The apartment building had an FMV of $550,000 and was
encumbered by a $230,000 mortgage. Each party assumed the other's mortgage. What is
Vinton's basis in the office building?
a)

$300,000

b)

$320,000

c)

$430,000

d)

$550,000

c)

Correct!
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2.
Decker, a 62-year-old single individual, sold his principal residence for the net amount of
$500,000 after all selling expenses. Decker bought the house 15 years ago and occupied it until
it was sold. On the date of sale, the house had a cost basis of $200,000. Within six months,
Decker purchased a new house for $600,000. What amount of gain should Decker recognize
from the sale of the residence?
a)

$0

b)

$50,000

c)

$175,000

d)

$300,000

b)

Correct!
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3.
Aston and Becker are equal partners in AB Partnership. In the tax year, the ordinary
income of the partnership is $20,000, and the partnership has a long-term capital gain of
$12,000. Aston's basis in AB was $40,000, and he received distributions of $5,000 during the
year. What is Aston's share of AB's ordinary income?
a)

$10,000

b)

$15,000

c)

$16,000

d)

$18,500

a)

Correct!
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4.
Vital Corp. is an accrual-basis, calendar-year C corporation. Its year 2 reported book
income before federal income taxes was $500,000. Included in that amount were the following
items:
Year 1 state franchise tax refund
Municipal bond interest income

$50,000
7,500

What should be the amount of Vital's year 2 taxable income as reconciled on Vital's
Schedule M-1 of Form 1120, U.S. Corporation Income Tax Return?
a)

$500,000

b)

$492,500

c)

$450,000

d)

$442,500

b)

Correct!
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5.
Lake Trust, a simple trust, reported the following items of income and expense during
the year:
Dividend income

$2,500

Taxable interest income

2,000

Capital gains (allocable to corpus)

5,000

Accounting fees (allocable to income)

(500)

Trustee fees (allocable to income)

(750)

What is Lake's distributable net income?
a)

$9,500

b)

$8,250

c)

$5,000

d)

$3,250

d)

Correct!
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Tax Policy Analysis
Complete America's Great Trails Act
S.809 (116th Congress)
By: MST Students in BUS 223A Tax Research Class, Fall 2019
On March 14, 2019, Senator Richard Blumenthal (D-CT) introduced the Complete America's
Great Trails Act (S.809, 116th Congress) in the Senate and referred it to the Committee on
Finance. Per Senator Blumenthal and other bill sponsors, the purpose of this proposal is to “to
help expand and preserve National Scenic Trails.” 1
In general, S.809 provides an income tax credit to taxpayers who provide conservation
easements to certified National Scenic Trails (or a portion thereof) and its trail corridor. There
are some limitations and requirements to qualify for this tax credit. First, the length of the trail
must be at least 200 miles long with a trail corridor between 150 and 2,640 feet wide on each
side of the trail. There are some exceptions to these limitations, such as for buildings and
structures near the trail. Also, the election is irrevocable. However, the bill does not specify
how to make the election (presumably the IRS would provide the procedure). The credit can be
carried forward but for no more than 10 years after the tax year in which the credit is
generated.
The Department of the Interior, along with the Treasury Department is to issue a report within
four years of enactment to address whether the credit increased the number of National Scenic
Trails and the costs of doing so.
Next, S.809 is analyzed using the Guiding Principles of Good Tax Policy outlined in the AICPA Tax
Policy Concept Statement No. 1.2

Principles of Good Tax Policy Worksheet
Criteria

Does the proposal satisfy the criteria? (explain)

Result

Press release of Senator Feinstein, March 14, 2019;
https://www.feinstein.senate.gov/public/index.cfm/2019/3/feinstein-blumenthal-warren-baldwin-and-connollyintroduce-bicameral-complete-america-s-great-trails-act.
2
American Institute of Certified Public Accountants (AICPA) Tax Division. (January2017). Tax Policy Concept
Statement No. 1—Guiding Principles of Good Tax Policy: A Framework for Evaluation of Tax Proposals; available at
https://www.aicpa.org/ADVOCACY/TAX/downloadabledocuments/tax-policy-concept-statement-no-1-global.pdf.
1
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Equity and Fairness –
Are similarly situated
taxpayers taxed
similarly? Consider
the tax effect as a
percentage of the
taxpayer’s income for
different income levels
of taxpayers.

Horizontal equity: Horizontal equity requires similarly
situated taxpayers to be taxed similarly. U.S taxpayers with
similar income but who own similar asset(s) in different
locations will receive a different credit based on the fair
market value (FMV) of the contribution. For, example, the
FMV of similar real property assets significantly differs in
California and Missouri. In addition, taxpayers of similar
income with properties of equal value to donate will not
receive equal tax benefits if one is eligible for the new credit
and the other is not. Therefore, the bill does not meet the
principle of horizontal equity.

-

Vertical equity: The vertical equity principle is satisfied when
taxpayers with higher income pay more tax than taxpayers
with lower income. S.809 will provide a greater benefit to
higher income taxpayers with eligible property to donate
despite the benefit being a tax credit. Higher income
taxpayers are more likely to have eligible property and with
a high value relative to other taxpayers. There is no cap on
the credit, and it could present a significant tax reduction for
high income taxpayers with high-value eligible property.

Certainty – Does the
rule clearly specify
when the tax is owed
and how the amount
is determined? Are
taxpayers likely to
have confidence that
they have applied the
rule correctly.

The bill specifies that taxpayers can claim a credit in the year
of the National Scenic Trail conservation contribution. The
amount is equal to the FMV of the National Scenic Trail
conservation contribution. Also, the bill provides
information about limitations. Since the eligible property is
likely to be unique, valuation might be difficult with some
uncertainty as to acceptance by the IRS. This is why
taxpayers may not feel confident on how to apply the rule
correctly.

+/-

Based on the analysis above, the principle of certainty can
be considered partially met.

Convenience of
payment – Does the
rule result in tax being
paid at a time that is

The bill involves information about the tax credit which does
not affect the due date to pay taxes or methods to pay
them. Also, the credit can make it easier for taxpayers to pay
their taxes as it decreases the amount owed.

+
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convenient for the
payor?

This is why the bill satisfies the convenience of payment
principle.

Effective Tax
Administration – Are
the costs to administer
and comply with this
rule at minimum level
for both the
government and
taxpayers?

This bill is complex because it contains limitations and
special definitions. This can increase costs for both the
government and taxpayers. For example, the cost of an
appraisal to determine the FMV of donated property can be
significant for the taxpayers. And the IRS, in turn, may need
to increase the number of revenue agents necessary for the
audit process. Also, taxpayers may spend more money and
time on services of tax practitioners as it can be difficult for
them to comply with the credit requirements. For instance,
the burden of keeping track of the carryforward amount can
be significant for a taxpayer particularly is donations are
made in more than one year. In addition, there may be a
need to update tax return forms and publications which can
be costly and time consuming for the IRS.

-

Based on this analysis, the bill does not meet the principle of
effective tax administration.

Information Security –
Will taxpayer
information be
protected from both
unintended and
improper disclosure?

The only new information the bill introduces is about
National Scenic Trail conservation contribution. Other
personal information such as taxpayers’ Social Security
number and address, for example, must already be reported
on their tax returns. In general, it is unlikely that this
information will be misused due to unintended and
improper disclosure of taxpayer information.

Simplicity - Can
taxpayers understand
the rule and comply
with it correctly and in
a cost-efficient
manner?

The calculation of the credit amount may be complicated as
definitions and the determination of FMV may be unclear
for the taxpayers. Also, the bill provides information about
limitations and exceptions that also makes it difficult to
understand the rule. In addition, the election process may
be confusing for taxpayers because there is no information
on how to make the election. This is why the probability of
errors may increase. Also, adding a new credit to the tax

N/A

-
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system adds to complexity in calculations and addressing a
taxpayer’s overall donation strategy for tax planning.
Therefore, the bill does not meet the principle of simplicity.

Neutrality – Is the rule The proposed bill will affect taxpayers’ decisions about how
unlikely to change
to utilize their property. The proposal encourages taxpayers
taxpayer behavior?
to donate their eligible property and obtain the credit. This
affects decisions about which organization the taxpayers
make contributions to and what type of donation the
taxpayer will make. For example, without this proposed new
credit, taxpayers might prefer to grant their property to a
different charitable organization or make cash contributions.

-

Thus, the bill influences taxpayers’ decisions, and the
neutrality principle is not met. Of course, the sponsors of the
bill intend to use the credit to influence decisions of
taxpayers who own credit-eligible property.

Economic growth and
efficiency – Will the
rule not unduly
impede or reduce the
productive capacity of
the economy?

The bill could have a positive impact on completing,
extending, and increasing the number of National Scenic
Trails. This could positively benefit the economy such as
through tourism to parks. The costs to the government
though of the new credit might require tax increases
elsewhere which might adversely affect the economy.
Savings for taxpayers who claim the credit might be used for
investment that might stimulate the economy. Thus, the bill
has mixed results in terms of meeting the economic growth
and efficiency principle.

Transparency and
Visibility – Will
taxpayers know that
the tax exists and how
and when it is
imposed upon them
and others?

It is likely that taxpayers can get the information about the
bill from realtors and tax professionals. But there is no
guarantee that others know if a taxpayer owns eligible
property. Thus, the transparency principle is partially met.

Minimum tax gap – Is
the likelihood of

Procedural rules needed to attain compliance are likely to be
complicated. It is not straightforward for taxpayers to

+/-

+/-
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intentional and
unintentional noncompliance likely to be
low?

determine the FMV of their property and the possibility of
overvaluation is high given the uniqueness of the eligible
property. The likelihood of intentional and unintentional
noncompliance may be high. The bill does not meet the
principle of minimum tax gap.

Accountability to
taxpayers – Will
taxpayers know the
purpose of the rule,
why needed and
whether alternatives
were considered? Can
lawmakers support a
rationale for the rule?

The bill has a strong intention to encourage taxpayers to
make a National Scenic Trail conservation contribution in
order to complete, extend, and increase the number of
National Scenic Trails. The rationale for setting requirements
and the purpose of limitations can be clear for the
taxpayers. However, taxpayers need information on why this
credit is needed rather than just allowing the current
deduction rule to apply for charitable contributions. In
addition, taxpayers won’t know why the buildout of the
trails is pursued via a tax credit rather than the government
purchasing the desired land. Taxpayers will need
information as to the rationale and effect of the proposed
credit.

Appropriate
government revenues
– Will the government
be able to determine
how much tax revenue
will likely be collected
and when?

The government has access to the data about FMV of
property qualified for this credit. However, it is difficult to
forecast whether the bill would significantly influence
taxpayers’ behavior and how many taxpayers will decide to
make a qualified contribution. That is why it is difficult to
calculate and produce reasonable estimations on the
potential revenue. Thus, the bill does not meet the principle
of appropriate government revenues.

-

-

-

Based on this analysis, S.809 has a positive rating for the principle of convenience of payment,
and a mixed positive/negative rating for a few principles. Several key principles, including
equity, effective tax administration, simplicity, minimum tax gap, and appropriate government
revenues are not met.
Suggestions for improvement (although overall principles of good tax policy are not well met
for the proposal):
1. Consider the election rule and add more information about how to make the election.
This will improve how the proposal meets the simplicity principle.
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2. AGI limitations can help to better meet the principle of vertical equity. For example, if the
taxpayer’s AGI does not exceed a certain threshold, this taxpayer is eligible to claim a full
tax credit. If the taxpayer’s AGI exceeds the threshold, the credit must be reduced. This
limitation will allow taxpayers with a lower AGI to receive a higher tax credit and pay less
taxes than taxpayers with a higher AGI.
3. To better meet transparency and accountability to taxpayers, provide an explanation of
why the credit is needed rather than the existing charitable contribution deduction rules
and why this type of property donation warrants a more significant tax benefit than
other types of donations, as well as why the tax system is used rather than the
government purchasing appropriate land.

81
Published by SJSU ScholarWorks, 2020

81

